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The Honarable Chairman and Members
of the Hawaii Public Utilities Commission
Kekuanaoa Building, First Floor

465 South King Street
Honolulu, Hawaii 96813
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Dear Commissioners:

Subject: Docket No. 2008-0083 - Hawaiian Electric 2009 Test Year Rate Case
Hawaiian Electric’s Responses to Commission Information Requests

Enclosed for filing are Hawaiian Electric Company, Inc.’s (*Hawaiian Electric”)
responses to the following information requests (“IRs”) issued by the Commission to
Hawaiian Electric on October 20, 2009: PUC-IR-190 and -191 !

The response to PUC-IR-~190 contains confidential information that is provided subject
to the Protective Order filed on November 21, 2008 in this proceeding.

Very truly yours,

ez

Enclosures

cc: Division of Consumer Advocacy

Michael L. Brosch, Utilitech, Inc.
Joseph A. Herz, Sawvel & Associates, Inc.

Dr. Kay Davoodi, Department of Defense
James N. McCormick, Department of Defense
Theodore E. Vestal, Department of Defense
Ralph Smith, Larkin & Associates

' The IRs issued by the Commission on October 20™ were numbered as PUC-IR-184 through PUC-IR-189. For
reference purposes, Hawaiian Electric has renumbered them as PUC-IR-186 through PUC-IR-191 to follow in

sequential order from the IRs previously submiited by the Commission.
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PUC-IR-190

What was the total cost to HECO of audits conducted by external parties from May 2008 through
April 2009? Please provide documentation of these costs,

HECO Response:

For purposes of responding to this information request, Hawaiian Electric interprets “total
cost to HECO of audits conducted by external parties from May 2008 through April 2009,” to
mean “invoices received” from May 2008 through Aprii 2009 from third parties for “audits” as
defined in the Company’s response to PUC-IR-191. The total cost to Hawaiian Electric for
audits conducted by third- parties from May 2008 through April 2009 is $2,547,215. Attachment
1 to this response is a summary of the total cost by project and consultant. Attachment 2 to this
response contains confidential copies of invoices and/or other nonpublic information that, 1f
disclosed, may harm the Company’s ability to obtain consulting services from third parties at
reasonable prices. Due to the sensitive nature of the information contained in these documents,

Attachment 2 is being submitted pursuant to the Protective Order in this docket.



KMH

PWC

Black & Veatch

Ward Research

Costs incurred

May'08 - Apr '09

Market Development G $

KEMA

EPR}

Power Engineers
KPMG

TOTAL

$ 38,115.00
16,017.00
80,736.00
141,816.00
29,850.00
1,674.00
77.,557.00
82,103.00
38,296.00

$ 506,164.00

$ 56,738.81

178,580.38

$ 235,319.19

$ 651,750.83

$ 5,445.02
28,147.75

$ 269,788.00

3 25,000.00

$ 75,863.03

$ 749,737.91

$§ 2547,21573

Annual Risk Assessment & Audit Plan (co-source as described in response to PUC-IR-191)

Internal Audit Framework {co-source as described in response to PUC-1R-191)

Workforce Development & Succession Planning (co-source as described in response to PUC-IR-191)

Materials Management & Procurement {report not issued) (co-source as described in response to PUC-IR-191)
Managing Major Customer Accounts (co-source as described in response to PUC-IR-191)

Review of Partnership Agreement Process {repori not issued) {co-source as described in response to PUC-IR-191)
IT General Controls SCADA System (co-source as described in response to PUC-IR-191)

IT SOX Assistance {did not result in the issuance of a report) {co-source as described in response to PUC-IR-191)
Functional Administration (not allocated to any specific project) (Co-source as described in response to PUC-IR-191)

PROJECT

IT Strategy, Govemance & Project Review
SOX Optimization Project (co-source as described in response to PUC-IR-191)

Operational Audit (Outage & Maintenance Review)
2008 Residential Customer Energy Awareness Program Evaluation

Process Evaluation Report for SolarSaver Pilot Program, November 26, 2008

Energy and Peak Demand Impact Evaluation Report of the 2005-2009 Demand Side Management Programs, December 2008

Lightning Performance Analysis Kahe-Waiau 138kV Line Report
2008 HECO Outage Investigation

Extemal Financial Auditor Fees

140 1 HOVd
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Confidential Information Deleted PUC-IR-190
Pursuant To Protective Order, Filed on DOCKET NO. 2008-0083

November 21, 2008. ATTACHMENT 2

Attachments 2 contains confidential information and is provided subject to

the Protective Order filed on November 21, 2008 in this proceeding.
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PUC-IR-191

Please provide copies of all reports from audits carried out for the HECO Companies by third
parties from 2007 through the present.

HECO Response:

For purposes of responding to this information request, Hawaiian Electric interprets
“audits” to include “management audits,” as previously described by the Company in its
response to PUC-IR-171, financial audits, and co-sourced arrangements by the Corporate Audit
Department.

As to financial audits, submitted as Attachment | to this response is the Report of
Independent Registered Public Accounting Firm and the accompanying consolidated financial
statements of Hawaiian Electric Company, Inc. and subsidiaries as of December 31, 2007 and
2006 and for the years ended December 31, 2007, 2006, and 2005 and Report of Independent
Registered Public Accounting Firm on Internal Control Over Financial Reporting. Attachment 2
to this response is the Report of Independent Registered Public Accounting Firm and the
accompanying consolidated financial statements of Hawaiian Electric Company, Inc. and
subsidiaries as of December 31, 2008 and 2007 and for the years ended December 31, 2008,
2007, and 2006 and Report of Independent Registered Public Accounting Firm on Internal
Control Over Financial Reporting. In addition, reports by KPMG@G, the Company’s external
auditor, are included in the Hawaiian Electric’s Securities and Exchange Commission (SEC)
Form 10-K filings. See Hawatiian Electric’s SEC Form 10-K filed with the Commission on
March 4, 2008 and March 3, 2009.

As to management audits, in response to PUC-IR-171, the Company provided copies of

third-party reports and objected, but without waiving its objection provided copies of two
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presentations that were made under the auspices of Hawatian Electric’s Corporate Audit
Department. See the Company’s response, attachments, and related objection to PUC-IR-171.

As to co-sourced arrangements, these arrangements occur when third-party consultants
are co-sourced under the control and direction of the Corporate Audit Department. Under the co-
sourced arrangement, the findings, recommendations and the final report, if any, are those of the
Corporate Audit Department and are treated no different than those conducted solely by the
Corporate Audit Department.

In response to PUC-IR-190 the Company identified projects where third-party
consultants were co-sourced for the period from May 2008 to April 2009. See Attachment 1 to
the Company’s response to PUC-IR-190. From January 2007 through Aprii 2008, there were no
projects that were co-sourced. In addition to the co-sourced projects identified in response to
PUC-IR-190, the Company identifies the following co-sourced projects which were completed
after April 2009

1. Safeguarding of Customer Information Review — co-sourced arrangement with

Deloitte and Touche; and

2. Operational Review for Managing Major Customer Accounts — co-sourced

arrangement with KMH.

With respect to Hawaiian Electric’s audits that are co-sourced by its internal Corporate
Audit Department, Hawaiian Electric objects to disclosing documents that reveal internal
analyses, appraisals and recommendations regarding the adequacy and effectiveness of the
organization’s system of internal controls, risk management practices, and corporate governance.

Requiring that this information be subject to review by parties in a regulatory proceeding would

have a “chilling” effect on the self-analysis process. Further subjecting such sensitive internal
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deliberations to review in a regulatory proceeding would inhibit robust and candid internal
dialogue of this nature in the future.

General rate proceedings need to balance the need for such information against Hawaiian
Electric’s need to manage. By analogy, for example, the Federal Freedom of Information Act,
codified at 5 U.S.C. § 552, and the Uniform Information Practices Act (Modified), Chapter 92F
of the Hawaii Revised Statutes, contain broad disclosure requirements based on the public’s
interest in open government. However, the broad policy in favor of disclosure still allows for

exceptions that are intended to permit the efficient and effective functioning of government by

protecting the internal deliberative process. See generally Pennsylvania Public Utility

Commission v. West Penn Power Company, 73 PA PUC 122 (July 20, 1990), West Law Slip Op
(“‘deliberative process privilege” recognized by the Pennsylvania Public Utility Commission with

respect to its own internal staff reports).
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Hawaiian Electric Company, Inc.
and Subsidiaries

Consolidated Financial Statements as
of December 31, 2007 and 2006 and for
the xears ended December 31, 2007,
2006 and 2005 and Consolidating
Schedules as of and for the year ended
December 31, 2007

(With Report of Independent Reglstered Public Accounting Flrm Thereon

and Annual Report of Management on internal Control Over Financial Reparting
and Report of Independent Reglstered Public Accounting Firm on [nternal
Control Over Financial Reporting)
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Annual Report of Management on Internal Control Over Financial Reporting

The Board of Directors and Shareholder
Hawaiian Electric Company, Inc.:

Management is responsible for establishing and maintaining adequate internal control aver financial reporting, as
such term is defined in Rule 13a-15(f) promulgated under the Securities Exchange Act of 1934, as amended. The
Company's intemal control system was designed o provide reasonable assurance to management and the Board of
Directors regarding the preparation and fair presentation of its consolidated financial statements.

All internal contrel systems, no matter how well designed, have inherent limitations. Therefore, even those systems
determined to be effective can provide only reasonable assurance with respect to financial statement preparation and
presentation.

Management conducted an evaiuation of the effectiveness of the Company’s internal control over financial
reporting as of December 31, 2007 based on the framework in Internal Gontrol—Integrated Framework issuad by the
Commiitee of Sponsoring Organizations of the Treadway Commission. Based on this evaluation, management has
concluded that the Company's internal controf over financial reporting was effective as of December 31, 2007.

KPMG LLP, an independant registered public accounting firm, has issued an audit report on the Company's
internal control over financial reporting as of December 31, 2007. This report appears on page 2.

/8! T. Michael May /s/ Tayne S. Y. Sekimura /s/ Patsy H. Nanbu

T. Michael May Tayne S. Y. Sekimura Patsy H. Nanbu
Prasident and Senior Vice President, Controller and

Chief Executive Officer Finance & Administration Chief Accounting Officer

and Chief Financial Officer

February 21, 2008
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KPMG LLP
PO Hox 4150
Henoluly, HI 96812-4150

Report of Independent Registered Public Accounting Firm on Internal Control Over Financial Reporting

The Board of Directors and Shareholder
Hawaiian Electric Company, Inc.:

We have audited Hawaiian Electric Company, Inc.'s internal control over financial reporting as of December 31, 2007, based
on criteria esfabfished in Interal Confroi—(ntegrated Framework issued by the Commiffee of Sponsoring Organizations of fie
Treadway Commission (COSQ). Hawaiian Electric Company, inc.’s management is responsible for maintaining effective internal
control over financial reporting and for its assessment of the effectivenass of internal control over financial reporiing, included in
the accompanying annual report of management on intemal control over financial reporting. Our responsibility is to express an
opinion on the Company's intemal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Qversight Board (United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether effective
internal control over financial reporting was maintained in all materiai respects, Our audit included obtaining an understanding of
intamal conlrol over financial reporting, assassing the risk that a material weakness exists, and tesling and evaluating the design
and operating effectivensss of internal control based on the asssssed risk. Qur audkt also included performing such other
procedures as we considered necassary in the circumstances. We belisve that our audit provides a reasonable basis for our
opinion.

A company’s intemal cantrol over financial reporting is a process designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for externa! purposes in accordance with generatly
accepted accounting principles. A company's internal control over financial reporting includes those policies and procedures that
{1} pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions
of the assets of the company; {2) provide reasonable assurancs that transactions are recorded as necessary to permit
preparation of financial statements in accordance with genarally accepted accounting principles, and that recsipts and
expenditures of the company are being made only in accordance with authorizations of management and directors of the
company; and (3) provide reasonable assurance regarding prevention or timely detection of unautharized acquisition, use, or
disposition of the company's assets that could have a maferial effect on the financial statements.

Because of its inherent limitafions, intemal control over financial reporting may not prevent or detact misstataments. Also,
projections of any &valuation of effectivenass to future perods are subject to the risk that controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, Hawaiian Electric Company, Inc. maintained, in ail material respects, effective internal control over financial
reporting as of December 31, 2007, based on criteria established in Infemal Confrol—Integrated Framework issued by the COSO.

We also have audited, in accordance with the standards of the Public Company Accounting Ovarsight Board (United States),
the consolidated balance sheets and statements of capitalization of Hawaiian Electric Company, Inc. and subsidiaries as of
Pecember 31, 2007 and 2006, and the related consolidated statements of income, changes in common stock equity, and cash

flows for each of the years in the three-year period ended December 31, 2007, and our report dated February 21, 2008 expressed
an unqualified opinion on those consolidated financial statements.

KP e UP

Honolulu, Hawaii
February 21, 2008

2

KPMG LLP, & LL&. Emded Sabilly partnership, is the LLS,
membar firm of KPMG International, a Swiss cooperative.
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KPMG LLP
PO Box 4150
Honolulu, HI 96812-4150

Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholder
Hawaiian Electric Company, Inc.:

We have audited the accompanying consolidated balance sheets and consolidated statements of capitalization of
Hawaiian Electric Company, Inc. and subsidiaries as of December 31, 2007 and 20086, and the related consolidated
statements of income, changes in common stock equity, and cash flows for each of the years in the three-year period
ended December 31, 2007, These consolidated financial statements are the responsibility of the Company's
management, Our responsibility is to express an opinion on these consolidated financial statements based on our
audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overafl financial
statement presentation. We believe thal our audits provide a reasonable basis for our epinion,

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of Hawaiian Electric Company, Inc. and subsidiaries as of December 31, 2007 and 2008, and the
results of their oparations and their cash flows for each of the years in the three-year period ended December 31,
2007, in conformity with U.S. generally accepted accounting principles.

As discussed in Notes 1 and 7 to the consolidated financial statements, the Company changed its method of
accounting for income taxes in 2007.

Our audits were made for the purpose of forming an opinion on the consolidated financial statements taken as a
whole. The consalidating information is presented for purposes of additional analysis of the consolidated statements
rather than to present the financial position, results of operations and cash flows of the individual companies. The
consolidating information has been subiected to the auditing procedures applied in the audits of the consolidated
financial statements and, in our opinion, is fairly stated in all material respects in relation to the consolidaled financial
statements taken as a whole.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
{United States), Hawailan Electric Company, Inc.'s intemal controt over financial reporting as of December31, 2007,
based on criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring
Organizations of the Treadway Commission (COSQ), and our report dated February 21, 2008 expressed an
unqualified opinion on the effectiveness of the Company's internal confrol over financial reporting,

KPMer P

_Henolulu, Hawaii
February 21, 2008

3

KPMG LLP, a U1.5. imdsd lizbedy pestnership, is the U.§.
member firm of KPMG inlernationsal, & Swiss coopanglive,
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Consolidated Financial Statements
Consolidated Statements of Income
Hawallan Electric Company, Inc. and Subsidiaries
Years ended December 31 2007 2006 2005
(in thousands)
Qperating revenyes $2,096,958 $2,050,412  $1,801,710
Operating expenses
Fuel ail 774119 781,740 639,650
Purchased power 536,960 506,893 458,120
Other operation 214,047 186,449 172,962
Maintenance 105,743 90,217 82,242
Depreciation 137,081 130,164 122,870
Taxes, cther than income taxes 194,607 190,413 167,295
Income taxes 34,126 47,381 45,029
1,996,683 1,933,257 1,688,168
Operating income 100,275 117,165 113,542
Other income
Allowance for equity funds used during construction 5219 6,348 5,105
Cther, net (627 3,123 3,538
4,592 9,471 8,843
Income before interest and other charges 104,867 126,626 122,185
Interest and other charges
Interest on long-lerm debt ‘ 45,964 43,109 43,063
Amortization of net bond premium and expense 2,440 2,198 2,212
Other interest charges 4,864 7,256 4,133
Allowance for borrowed funds used during construction (2,552) (2,879) (2,020
Preferred stock dividends of subsidiaries 915 915 915
. 51,631 50,599 48,303
Income before preferred stock dividends of HECO 53,236 76,027 73,882
Preferred stock dividends of HECO 1,080 1,080 1,080
Net income for comman stock $ 52156 § 74947 § 72802
Consolldated Statements of Retained Eamings
Hawaiian Electric Company, Inc. and Subsidiarfes
Years ended December 31 2007 2006 2005
(in thousands})
Retained earnings, January 1 $700,252  $654,686 $632,779
Net income for common stock 52,156 74,947 72,802
Adjustment to initially apply FIN 48 {620) - -
Common stock dividends {(27,084) (29,381} {50,895)
Retalned earnings, Dacember 31 $724,704  §700,252 $654,686

Ses aécompanying “Notes to Consolidated Financial Statements.*
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Consolidated Balance Sheets
Hawaiian Electric Company, Inc. and Subsidiaries
December 31 2007 2006
(in thousands)
Assets
Utility piant, at cost
Land $ 38161 § 035242
Plant and equipment 4,131,226 4,002,929
Less accumulated depreciation ) (1,647,113)  {1,558,913)
Plant acquisition adjustment, net 41 93
Censtruction in progress 151,179 95,619
Net ulility plant 2,673,484 2,574,970
Current assets
Cash and equivalents 4,678 3,859
Customer accounts receivable, net 148,112 125,524
Accrued unbified revenues, net 114,274 92,195
Other accounts receivable, nat 6,915 4,423
Fuel oil stock, at average cost 91 871 64,312
Materials and supplies, at average cost 34,258 30,540
Prepayments and other 8,450 9,695
Total current assels 407,598 330,548
Other long-term assets
Regulatory assets 284,530 112,349
Unamortized debt expensa 15,635 13,722
Other 42,171 31,545
Total other long-term assets 342,796 157 616

$3.423,888  $3,083,134

Capilalization and liabllittes
Capitalization (see Consolidaled Statements of Capitalization)

Common stock equity $ 1,110,462  $ 958203
Cumulative preferred stock, not subject to mandatory redemption 34,293 34,293
Long-term debt, net 885,069 766,185
Total capitalization 2,029,854 1,758,881
Current llabilities
Short-term borrowings-nonaffiliates 28,79 113,107
Accourts payable 137,895 102512
Interest and preferred dividends payable 14,719 10,645
Taxes accrued 189,637 152,182
Other 57,799 43120
Total current liabilitles 428,841 421,566
Deferred credits and other liabilities
Deferred income taxes 162,113 118,055
Regulatory liabilities 261,606 240,619
Unamoriized tax credils 58,419 57879
Cther 183,318 189,606
Total deferred credits and other Nabilities 565,456 606,159
Contributions in ald of construction 298,737 276,728

$3,423,888 33,063,134

Ses accompanying “Notes to Consolidated Financial Statements.”
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Consolidated Statements of Capitalization
Hawaiian Electric Company, In¢. and Subsidiartes

December 31 2007 2006 2005
(dollars in thousands, except par value)

Common stock equity
Common stock of $6 2/3 par value
Authorized: 50,000,000 shares. Quistanding:

2007, 2006 and 2005, 12,805,843 shares § 85387 § 85387 § 85387
Premium on capital stock 299,214 299,214 299212
Retained earnings 724,704 700,252 654,686
Accumuiated other comprehensive incoma (loss), net of income tax
benefits:

Retirement benefit plans 1,157 {126,650} {26)
Common stock equity 1,110,462 958,203  $1,039,259

Cumulative preferred stock

not subject to mandatory redemption
Authorized: 5,000,000 shares of $20 par
value and 7,000,000 shares of $100 par value.
Outstanding: 2007 and 20086, 1,234,657 shares.

Shares
Outstanding
Par Dacember 31,

Serles Value 2007 and 2006 2007 2006
(dollars in thousands, except par value and
shares oulstanding}
C-41/4% $20 (HECO) 150,000 3,000 3,000
D-5% 20 (HECQ) 50,000 1,000 1,000
E-5% 20 (HECQ) 150,000 3,000 3,000
H-5 1/4% 20 (HECO) . 250,000 5,000 5,000
I-5% 20 (HECO) 89,657 1,793 1,793
J-4 3/4% 20 (HECO) 250,000 5,000 5,000
K-4.65% 20 (HECO) 175,000 3,500 3,500
G-75/8% 100 (HELCO) 70,000 7,000 7,000
H-75/8% 100 (MECOQ) 50,000 5,000 5,000

1,234,667 $ 34,293 $ 34,293

(continued)

See accompanying "Notes to Consolidated Financial Statements.”
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Consotidated Statements of Capitalization, continved
Hawaiian Electric Company, Inc. and Subsidiaries
December 31 2007 2006
{in thousands)
Long-term debt
Obligations to the State of Hawaii for the repayment
of Special Purpose Revenus Bonds:
HECO, 4.60%, refunding series 20078, due 2026 $ 62,000 $ .
HELCO, 4.60%, refunding series 2007B, due 2026 8,000 -
MECO, 4.60%, refunding series 20078, due 2026 55,000 -
HECO, 4.65%, series 2007A, due 2037 100,000 -
HELCO, 4.65%, series 2007A, due 2037 20,000 -
MECQ, 4.65%, series 2007A, due 2037 20,000 -
HECO, 4.80%, refunding serles 20054, due 2025 40,000 40,000
HELCO, 4.80%, refunding serias 20054, dug 2025 5,000 5,000
MECQ, 4.80%, refunding series 2005A, due 2025 2,000 2,000
HECQ, 5.00%, refunding series 20038, due 2022 40,000 40,000
HELCO, 5.00%, refunding series 20038, due 2022 12,000 12,000
HELCO, 4.75%, refunding series 2003A, dua 2020 14,000 14,000
HECO, 5.10%, series 20024, due 2032 40,000 40,000
HECOQ, 5.70%, refunding series 2000, dus 2020 46,000 46,000
MECO, 5.70%, refunding series 2000, due 2020 20,000 20,000
HECO, 6.15%, refunding serfes 19930, dus 2020 18,000 16,000
HELCO, 6.15%, refunding serles 19990, dua 2020 3,000 3,000
MECO, 6.15%, refunding serles 19990, due 2020 1,000 1,000
HECO, 6.20%, series 1999C, dus 2029 35,000 35,000
HECO, 5.75%, refunding series 19998, due 2018 30,000 30,000
HELCO, 5.75%, refunding series 19998, due 2018 11,000 11,000
MECO, 5.75%, refunding series 19998, due 2018 9,000 9,000
HELCO, 5.50%, refunding series 1999A, due 2014 11,400 11,400
HECO, 4.95%, refunding series 19984, due 2012 42,580 42,580
HELCOQ, 4.95%, refunding serles 19984, dua 2012 7,200 7,200
MECO, 4.95%, refunding serles 1998A, dus 2012 7,720 7,720
HECO, 5.65%, series 19974, due 2027 50,000 50,000
HELCO, 5.65%, saries 19974, due 2027 30,000 30,000
MECO, 5.65%, series 1997A, due 2027 20,000 20,000
HECD, 5 7/8%, series 19968, refunded in 2007 - 14,000
HELCO, 5 7/18%, serias 1996B, refunded in 2007 - 1,000
MECOQ, 5 7/8%, series 19968, refunded in 2007 - 35,000
HECQ, 6.20%, series 1996A, refunded in 2007 - 48,000
HELCO, 6.20%, series 1996A, refunded in 2007 - 7,000
MECO, 6.20%, series 19964, refunded in 2007 - 20,000
HECO, 5.45%, series 1993, due 2023 50,000 50,000
HELCO, 5.45%, serias 1993, due 2023 20,000 20,000
MECQ, 5.45%, series 1993, due 2023 30,000 30,000
857,900 717,900
Less funds on deposit with trustee 22,481 -
Total ebligations to the Siate of Hawai 835,439 717,900
Cther long-tarm debt ~ unsecured:
6.50 %, seriss 2004, Junior suberdinated deferrable interest debenturas, due 2034 51,546 51,546
Total fong-term debt 866,985 769,446
Less unamortized discount 1,886 3,261
Long-term debt, net 885,099 766,185
Tolal capitalization $2029854  §$1,758,681

See accompanying “Notes te Consofidated Financial Statements.”
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Consolidated Statemenis of Changes in Common Stock Equity
Hawaiian Electric Campany, In¢. and Subsidiaries
Premium Accumulated
on other
Common stock capital Retained comprehensive

(in thousands) Shares _ Amount stock gamings income (loss) Total
Balance, December 31, 2004 12,806  $85387  $299,213  $632,779 $ (275) $1,017,104
Comprehensive income;
Net income - - - 72,802 - 72,802
Minimum pension liability adjustment, net of

taxes of $158 - - - - 249 249
Comprehensive income - - - 72,802 249 73,051
Common stock dividends - - - (50,895) - {50,895)
Other - - 1] - - (1
Balance, December 31, 2005 12,806 B5,387 299,212 654,686 {26) 1,039,259
Comprehensive incoma:
Net income - - - 74,947 - 74,947
Minimum pension liabflity adjustment, nat of

taxes of $18 - - - - 26 26
Comprehensive income - - - 74,947 26 74,973
Adjustment to initially apply SFAS No. 158,

net of tax benefits of $80,666 - - - - (126,850) (126,650}
Common stock dividends - - - {29,381) - {29,381}
Qther - - 2 - - 2
Balance, December 31, 2008 12,808 85,387 299,214 700,252 {126,650} 958,203
Comprehensive income:

Net income - - - 52,156 - 52,156

Retirement bensfit plans:

Net gains arising during tha period,

net of taxes of $9,861 - - - - 15,484 15,484
Less: amortization of transition cbligation,

prior service credit and net losses

racognized during the period in net

penodic benefit cost,

net of tax benefits of §5,001 - - - - 7,854 7,854
Less: raclassification adjustment for -

impact of D&Os of tha PUC

included in regulatory asset, net

of taxes of $11,007 - - - - (17,282} (17,282
Comprahengive income - - - 52,156 6,056 58,212
Adjustment to initially apply a PUC interim

D&Q related to defined benefit retirament

plans, net of taxes of $77,546 - - - - 121,751 121,751
Adjustment to initially apply FIN 48 - - - (620) - (620)
Common stock dividends - - - (27,084) - (27,084)
Balange, December 31, 2007 12,808  $85,387  §299,214 §724,704 $ 1,157 $1,110,462
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Consolidated Statements of Cash Flows
Hawaiian Electric Company, Inc. and Subsidiaries

Years ended December 31 2007 2006 2005
(in thousands)

Cash flows from operating activities
Income befora preferred stock dividends of HECO $53236 $76,027 $73882
Adjustments to reconcile income before preferred stock dividends

of HECO to net cash provided by operating activities:

Depreciation of utility plant 137,081 130,164 122,870
Other amortization 8,230 7,932 8,479
Writedown of utility plant 11,701 - -
Deferred income taxes (31,888) {(9,671) 19,086
Tax credits, net 1,992 3,810 3,471
Allowance for equity funds used during construction (5219) (6,348) (5,108)
Changes in assets and liabilities:
Decrease (increase) in accounts receivable {23,080) B,709 (30,150)
Increase in accrued unbilled revenues {22,079 {874) {12,293)
Decrease {increase) in fuel oil stock (27,559} 21,138 {26,880)
Increase in materials and supplies {3,718) (3,566) (3,208)
Increase in regulatory assets {1,968) {6,123) (5,036)
increase {decrease) in accounis payable 35383  (19,689) 28,186
Increasa in taxes accrued 37,455 18,599 27,658
Decrease (increase) in prepaid pension benefit cost - 20,064 (300) -
" Other 16,108 (12,641) (15,944}
Net cash provided by eperating activities 185675 227531 184,718
Cash flows from Investing activities
Capital expenditures (209,821) (195,072) (217,610)
Contributions in aid of construction 19,011 19,707 21,083
Proceeds from sales of assels 5,440 407 1,680
Net cash used [n Investing activities (185,370)  (174,958) (194,847
Cash flows from financing activities
Common stock dividends (27.084)  (29,381) {50,895)
Preferred stock dividends (1,080) (1,080) {1,080}
Proceeds from issuance of long-term debt 242,538 - 59,462
Repayment of long-term debt {126,000) - {47,000)

Net increase (decrease) in short-term borrowings
from nonaffiliates and affiliate with original

maturities of three months or less (84.316)  (23,058) 47,597
Othar {3,544) 4,662 1,861
Net cash provided by (used in) financing activities 914 {48,857 9,945
Nei increase (decreasa) in cash and equivalents 819 3,716 {184)
Cash and equivalents, January 1 3,859 143 327
Cash and equivalents, December 31 $ 4678 $ 3,859 $ 143

Ses accompanying “Notes to Consolidated Financial Statements.”
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Notes to Consolidated Financial Statements

Hawaiian Electric Company, Inc. and Subsidiaries

1. Summary of significant accounting policies

General

Hawaiian Electric Company, ine. (HECQ) and its wholly-owned operating subsidiaries, Hawaii Electric Light
Company, Inc. (HELCO) and Maui Electric Company, Limited (MECQ), are electric public utilities in the business of
generating, purchasing, transmitting, distributing and selling electric energy on all major islands in Hawaii other than
Kauai, and are regulated by the Public Utilities Commission of the State of Hawaii (PUC). HECO also owns non-
regulated subsidiaries: Renawable Hawaii, Inc. {RHI), which will invest in renewable energy projects, Uluwehiokama
Biofuels Corp. {UBC), which will parlly own a new biodiesel refining plant to be built on the island of Maui by 2009 and
will direct its profits into a trust to be created for the purpose of funding biofuels development in Hawaii, and HECO
Capital Trust Il, which is an unconsolidated financing entity.

Basls of presentation

In preparing the consolidated financial statements, management is required to make estimates and assumptions
that affect the reported amounts of assets and liabilities, the disclosure of contingent assats and fiabilities and the
reported amounts of revenues and expenses. Actual results could differ significantly from those estimates.

Materia) estimates that are particularly susceptible to significant changs include the amounts reported for property,
plant and equipment; pension and other postretirement benefit obligations; contingencies and litigation; income taxes;
regulatory assels and liabilities; ravenues; and variable interest entities (VIEs).

Consolidation

The consolidated financial stataments include the accounts of HECO and its subsidiaries {collectively, tha
Company), but exclude subsidiaries which are variable-interest entities of which the Company is not the primary
beneficiary. Investments in companias over which the Company has the ability lo exercise significant influencs, but not
control, are accounted for using the equity method. The Company is a wholly-owned subsidiary of Hawaiian Electric
Industries, Inc. (HEI), All material intercompany accounts and transactions have been eliminated in consolidation.

See Note 3 for information regarding the application of Financial Accounting Standards Board (FASB)
Interpretation (FIN) No, 46(R).

Regulation by the Public Utilitles Commission of the State of Hawaii (PUC)

HECO, HELCO and MECO are regulated by the PUC and account for the effects of regulation under Statement of
Financial Accounting Standards (SFAS) No. 71, “Accounting for the EHects of Certain Types of Regulafion.” As a
result, the actions of regulators can affect the timing of recognition of revenues, expenses, assels and liabilities.
Management believes its operations currently satisfy the SFAS No. 71 criteria. If avents or circumstances should
change so that those criteria are no longer satisfied, the Company expects that the regulatory assets would be charged
to expense and the regulatory liabllities would be credited to income or refunded to ratepayers. In the event of
unforeseen regulatory actions or other circumstances, however, management believes that a material adverse effect
on the Company'’s results of operations and financial position may result if regulatory assets have to be charged to
expense without an offseiting credit for regulatory liabilities or if regulatory labilties are required to be refunded to
ratepayers.

Equity method

Investments in up to 50%-owned affiliatas over which the Company has the ability to exercise significant infiuence
over the operating and financing policies and investments in unconsolidated subsidiaries (e.g9. HECO Capital Trust lI)
are accounted far under the equity method, whereby the investment is carrled at cost, plus (or minus) the Company's
aquity in undlstributed eamings (or losses) and minus distributions since acquisition. Equity in eamings or losses is
reflected in other income. Equity mathod investments are evaluated for other-than-temporary impairment.

Utility plant
Utility plant is reported at cost. Seif-constructed plant includes engineering, supervision, administrative and
general costs and an allowance for the cost of funds used guring the construction period. These costs are recorded in
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construction in progress and are transferred to utility plant when construction is completed and the facilities are either
placed in service or become useful for public utility purposes. Costs for betterments that make utility plant more useful,
more efficient, of greater durability or of greater capacity are also capitalized. Upon the retirement or sale of electric
utility plant, generally no gain or loss is recognized. The cost of the plant retired is charged lo accumulated
depreciation. Amounts collected from customers for cost of removal (expected lo exceed salvage valus in the future)
are included in regulatory liabilities.

It a power purchase agreement {PPA) falls within the scope of Emerging Issues Task Forca (EITF) Issue No. 01-8,
“Determining Whether an Arrangement Contains a Lease"” and results in the classification of the agreement as a capital
lease, the Company would recognize a capital asset and a lease obligation.

Depreciation

Depreciation is computed primarily using the straight-line method over the estimated lives of the assets being
depreciated. Utility plant additions in the current year are depreciated beginning January 1 of the following year. Utility
plant has lives ranging from 20 to 45 years for production plant, from 25 to 60 years for transmission and distribution
plant and from 7 to 45 years for general plant. The composite annual depreciation rats, which includes a component
for cost of removal, was 3.8% in 2007 and 3.9% in 2006 and 2005.

Cash and equivalents
The Company considers cash on hand, deposits in banks, money market accounts, certificates of deposit, short-

term commercial paper and liquid investments {with original maturities of three months or less) to be cash and
equivalents.

Accounts recelvable

Accounts receivable are recarded at the invoiced amount. The Company generally assesses a late payment
charge on balances unpaid from the previous monih. The allowance for doubiful accounts is the Company's bast
gstimate of the amount of probabte credit losses in the Company's existing accounts receivable. The Company adjusts
its allowance on a monthly basis, based on its historical write-off experience. Account balances are charged off against
the allowance after collection efforts have been exhausted and the potential for recovery is considered remote.

Retirement benefits

Penslon and other postretirement benefit costs are charged primarily to expense and elactric utility plant. Funding
for tha Company's qualified pension plans is based on actuarial assumptions adopted by the Pension Investmant
Committee administering the Plans on the advice of an enrolled actuary. The participating employers contribute
amounts to a master pension trust for the Plans in accordance with the funding requirements of Employee Retirement
Income Security Act of 1974, as amended (ERISA), including changes promulgated by the Pension Protection Act, and
considering the deductiblity of contributions under the Internal Revenue Code. The Company generally funds at least
the net periodic pension cost as calculated using SFAS No. 87 “Employers’ Accounting for Pensions® during the fiscal
year, subject to limits and targeted funded status as determined with the consulting actuary. Under pansion tracking
machanisms approved by the PUC on an interim basis, HECO and MECO generally will make contributions to the
pension fund at the minimum level required under the law, until the pension assets (existing at the time of the PUC
decisions and determined based on the cumulative fund contributions in excess of the cumulative net periodic pansion
cost recognized) ars reduced to zero, at which time HECO and MECO woutd fund the pension cost as specified in tha
pension tracking mechanism. HELCO will generally fund the net periodic pension cost, Future decisions in rate cases
could further impact funding amounts.

Certain health care andfor lifa insurance benefits are provided to eligible retired employees and the employees’
beneficiaries and coverad depsndents. The Company generally funds the nat periodic postretirement bensfit costs
other than pensions as calculated using SFAS No. 106 "Employers’ Accounting for Postretirement Benefits Other Than
Pensions” and the amortization of the regulatory asset for pastretirement benefits other than pensians (OPER), while
maximizing the use of the most tax advantaged funding vehicles, subject to cash flow requirements and reviews of the
funded status with the consulting actuary. The Company must fund OPEB costs as specified in the OPEB tracking
mechanisms, which were approved by the PUC on an interim basis. Future decisions in rate cases could further impact
funding amounts.
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Effective December 31, 20086, the Company adopted SFAS No. 158, “Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106, and 132(R),” and
recognized on its balance sheet the funded status of its defined benefit pension and other postretirement benefit plans,
as adjusted by the impact of decisions of the PUC.

Financing costs

The Company uses the straight-fine method to amortize financing costs and premiums or discounts over the term
of the related long-term debt. Unamortized financing costs and discounts or premiums cn long-term debt retired prior to
maturity are classified as requlatory assets (costs and premiums} or liabilities (discounts) and are amortized on a
straight-line basis over the remaining original ferm of the retired debt. The method and periods for amontizing financing
costs, premiums and discounts, including the treatment of thase items when long-term debt is retired prior to maturity,
have been established by the PUC as part of the rale-making process.

The Company uses the straight-ine method to amortize the fees and related costs paid to secure a firm
commitment under its ling-of-credit arrangements.

Contributions in aid of construction
The Company receives contributions from customers for special construction requirements. As directed by the
PUC, contributicns are amortized on a straight-lina basis over 30 years as an offset against depreciation expense.

Electric utility revenues

Electric utility revenues are based on rates authorized by the PUC and include revenues applicable to energy
consumed in the accounting pericd but not yet billed to the customers. Revenues related ta the sale of enargy are
generally recorded when service is rendered or energy is defivered to customers. However, the detarmination of the
energy salas to individual customers for billing purposes is based on the reading of thelr meters, which occurs on a
systematic basis throughout the month. At the end of each month, amounts of energy delivered to customers sinca the
date of the last meter reading are estimated and the corresponding unbilled revenua is estimated. This unbilled
revenue is estimated each month based on the meter readings in the beginning of the following month, monthly
generation volumes, estimated customer usage by account, line losses and applicabls customer rates based on
historical valuss and current rate schedules. As of Decamber 31, 2007, customer accounts receivable include unbitled
energy revenues of $114 million on a base of annual revenue of $2.1 billion. Revenue amounts recorded pursuant to a
PUC interim order are subject to refund, with interest, pending a final order.

The rate schedules of the Company include energy cost adjustment clauses (ECACs}) under which electric rates
are adjusted for changes in the weighted-average price paid for fuel oil and certain components of purchased power,
and the relative amounts of company-generated power and purchased power. The ECACs also include a provision
requiring a quarterly reconcifiation of the amounts collected through the ECACs. See “Energy cost adjustment clauses”
in Note 11 for a discussion of the ECACs and Act 162 of the 2006 Hawaii State Legislature,

The Company's operating revenues include amounts for various revenue taxes, Revenue taxes are generally
recorded as an expense in the year the related revenues are recognized. The Company’s payments to the taxing
authorities are based on the prior years' revenues. For 2007, 2006 and 2005, the Company included approximalely
$185 million, $182 million and $159 million, respectively, of revenue taxes in “operating revenues” and in “taxes, other
than income taxes” expense.

Repairs and maintenance costs
Repairs and maintenance costs for overhauls of generating units are generally expensed as they are incurred.

Allowance for Funds Used During Construction (AFUDC)

AFUDC is an accounting practice whereby the costs of debt and equity funds used to finance plant construction
are cradited on the statement of income and charged to construction in progress on the balance sheet. if a project
under construction is delayed for an extended period of time, as it was in the case of HELCO's installation of CT-4 and
CT-5, AFUDC on the delayed project may be stopped.

The weighted-average AFUDC rate was 8.1% in 2007, 8.4% in 2006 and 8.5% in 2005, and reflected quartery
compounding.

12
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Environmental expenditures

The Company is subject to numerous federal and siate envirenmental statutes and regutations. in general,
environmental contamination trealment costs are charged to expense, unless it is probable that the PUC would allow
such cosis to be recovered in future rates, in which case such costs would be capitalized as regulatory assets. Also,
environmental costs are capitalized if the costs extend the life, increass the capacity, or improve the safety or efficiency
of property; the costs mitigate or prevent future environmental contamination; or the casts are incurred in preparing the
property for sale. Environmental costs are either capitalized or charged to expense when environmental assessments
and/or remedial efforts are probable and the cost can be reasonably estimated.

Income taxes :

The Company is included in ihe consolidated income tax returns of HECO's parent, HEI. Income tax expense has
been computed for financial statement purposes as if HECO and its subsidiaries filed separate consofidated HECO
income fax returns. ’

Deferred income tax assets and liabilities are established for the temporary differences between the financial
reporting bases and the tax bases of the Company’s assets and liabilities at enacted tax rales expected to be in effect
when such deferred tax assets or liabilitias are realized or settled. The ultimate realization of deferred tax assets is
dependent upon the generation of future taxable income during the pertods in which those temporary difterences
become deductible.

Federal and state investment tax credits are deferred and amortized over the estimated useful lives of the
properties which qualified for the credits.

Governmental tax authorities could challenge a tax return position taken by management. If the Company’s
position does not prevail, the Company’s resufts of operations and financial condition may be adversely affected as the
related deferred or current income tax asset might be impaired and written down or written off.

Effective January 1, 2007, the Company adopted FIN No. 48, “Accounting for Uncertainty in Income Taxes, an
intarpretation of FASE Statement No. 109, and uses a “more-likely-than-not” recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected 1o be taken in a
tax return.

Impairment of long-lived assets and long-lived assets to be disposed of

The Company reviews long-lived assets for impairment whenaver events or changes in circumstances indicate that
the carrying amount of an asset may not be recovarable. Recoverability of assets to be held and used is measured by
a comparison of the carrying amount of an asset to future net cash flows expected to be generaled by the asset. If
such assets are considered to be impaired, the impairment to be recognized is measured by the amount by which the
carrying amount of the assets exceeds the fair value of the assets. Assels to be disposed of are reported at the lower
of the carrying amount or fair value less costs to sail.

13
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Recent accounting pronouncements and interpretations

Fair value measurements. In September 2008, the FASB issued SFAS No. 157, “Fair Value Measurements,” which
defines fair valus, establishes a framework for measuring fair value under generally accepted accounting principles
and expands disclosures about fair value measuraments. SFAS No. 157 applies to fair value measurements that are
already required or permitted under existing accounting pronouncements with some exceptions. SFAS No. 157 refains
the exchange price notion in defining fair value and clarifies that the exchange price is the price that wouid be received
10 sell an assel or paid lo transfer a Hability (an exit price) in the principal or most advantageous market for the asset or
liabifity. It emphasizes that fair value is a market-based, not an entity-specific, measurement based upon the
assumptions that market participants would use in pricing an asset or Yiability. As a basis for considering assumptions
in fair value measurements, SFAS No. 157 establishes a hierarchy that gives the highest priorily 1o quoted prices
{unadjusted) in active markets for identical assets or liabilities (Level 1) and the lowest priority to unobservable inputs
(Level 3). SFAS No, 157 expands disclosures about the use of fair valus, including disclosure of the level within the
higrarchy in which the fair value measurements fall and the effect of the measurements on earnings (or changes in net
assets) for the period. The Company adopted SFAS No. 157 on January 1, 2008. The adoption of SFAS No. 157 had
no impact on the Company's financial statements, but will impact the Company’s fair value measurement disclosures in
future periods.

The falr value option for financlal assets and financial liabilities. In February 2007, the FASB issued

SFAS No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities, Including an amendment of FASB
Statement No. 115.” SFAS No. 159 permits entities to choose to measure many financial instruments and certain other
itams at fair value, which should improve financial reporting by providing entitles with the opportunity to mitigate
volatility in reported earnings caused by measuring related assets and liabilities differently without having to apply
complex hedge accounting provisions, The Company adopted SFAS No. 159 on January 1, 2008 and the adoption had
no impact on the Company's financial statements as the Company did not choose to measure additional items at fair
valys,

Business combinations. In December 2007, the FASB issued SFAS No. 141R, "Business Combinations.”

SFAS No. 141R requires an acquiring entity to recognize all the assets acquired and liabilties assumed at the
acquisition-date fair value with limited exceptions. Under SFAS No. 141R, acquisition costs will generally be expensed
as incurred, noncontrolling interests will be valued at acquisition-date fair value, and acquired contingent liabllifies will
be recorded at acquisition-date fair valugs and subsequently measured at the higher of such amount or the amount
determined under existing guidance for non-acquired contingencies. The Company must adopt SFAS No. 141R for all
business combinations for which the acquisition date is on or after January 1, 2009. Because the impact of adopting -
SFAS No. 141R will be dependent on future acquisitions, if any, management cannet predict such impact.

Noncontrolting interests. In December 2007, the FASB issued SFAS No. 160, "Noncontrolling Interests in
Consolidated Financial Statements.” SFAS No. 160 requires tha recognition of a noncontrofiing interest (i.e., a minority
interest) as equity in the consolidated financial statements, separate from the parent's equily, and requires the amount
of consalidated net income attributable to the parent and to the noncontrolling interest be clearly identified and
presented on the face of the income statement. Under SFAS No. 160, changes in the parent's ownership interest that
leave control intact are accounted for as capital transactions (i.e., as increases or dacreases in ownarship), a gain or
loss will be recognized when a subsidiary is deconsclidated based on the fair value of the noncontroliing equity
investmant (not carrying amount}, and entities must provide sufficient disclosures that clearly identify and distinguish
between the interests of the parent and of the noncontrolling owners. The Company must adopt SFAS No. 160 on
January 1, 2009 prospectively, except for the presentation and disclosure requirements which must be applied
retrospectively. Management has not yet determined what impact, if any, the adoption of SFAS No. 160 will have on
the Company’s financial statements.

Reclassifications .
l Certain reclassifications have been made to prior years' financial statements ta conform to the 2007 presentation.
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2. Cumulative preferred stock

The following series of cumulative preferred stock are redeemable only at the option of the respective company at
the following prices in the event of voluntary liquidation or redemption:

Voluntary
Liquidation Redemption

December 31, 2007 Price Price
Saries

C, D, E, H, Jand K (HECQ) $20 § 21
| (HECO) 20 20
G (HELCO) 100 100
H (MECO) 100 100

HECOQ is obligated to make dividend, redempfion and liquidation payments on the preferred stack of either of its
subsidiaries if the respective subsidiary is unable to make such payments, but such obligation is subordinated to any
obligation to make payments on HECO's own preferred stock,

3. Unconsolidated variable interest entities

HECO Capital Trust )i, HECO Capital Trust Il (Trust |Il) was created and exists for the exclusive purposes of (i)
issuing in March 2004 2,000,000 6.50% Cumulative Quarterly income Preferred Securities, Series 2004 {2004 Trust
Preferred Securities) ($50 milfion aggregate liquidation preference} to the public and trust common securities

($1.5 million aggregate liquidation preference) to HECO, (if} investing the proceeds of these trust securities in 2004
Debentures issued by HECO in the principal amount of $31.5 miflion and issued by each of MECO and HELCO in the
respective principal amounts of $10 million, (iii} making distributions on tha trust securities and (iv) engaging in only
those other activities necessary or incidental thereto. The 2004 Trust Preferred Securities are mandatorily redeemable
at the maturity of the underlying debt on March 18, 2034, which maturity may be extended to no later than March 18,
2053; and are redeemable at the issuer's option without premium beginning on March 18, 2009. The 2004 Debentures,
together with the obligations of HECO, HELCO and MECO under an expense agresment and HECO's obligations
under its trust guarantee and its guarantee of the obligations of HELCO and MECO under their respective debentures,
are the sole assets of Trust lIl. Trust Il has at all times been an unconsolidated subsidiary of HECO. Since HECQ, as
the common security holder, does not absorb the majority of the variability of Trust |1, HECO is not the primary
beneficiary and does not consolidate Trust il in accordance with FiN 46R. Trust iI's balance sheet as of December 31,
2007 consisted of $51.5 million of 2004 Debentures; $50.0 million of 2004 Trust Preferred Securities; and $1.5 million
of trust common securities, Trust IlI's income statement for 2007 consisted of $3.4 million of interest income received
from the 2004 Debentures; $3.3 milllon of distributions to holders of the Trust Praferred Securities; and $0.1 million of
common dividends on the trust common securitias to HECO. So long as the 2004 Trust Preferred Securities are
outstanding, HECO is not entitled to receive any funds from Trust Il other than pro rata distributions, subject to centain
subordination provisions, on the trust common securities. In the event of a default by HECO in the performanca of its
obligations under the 2004 Debentures or under its Guarantees, or in the event HECO, HELCO or MECO elect to defer
payment of interest on any of their respective 2004 Debentures, then HECO will be subject to a number of restrictions,
including a prohibition on the payment of dividends on its common stock.

Purchase power agreements. As of December 31, 2007, HECO and its subsidiaries had six PPAs for a total of 540
MW of firm capacity, and other PPAs with smaller indepandent power producers (IPPs) and Schedule Q providers that
supplied as-available enargy. Approximately 91% of the 540 MW of firm capacity is under PPAs, entered into before
December 31, 2003, with AES Hawaii, Inc. (AES Hawail), Kalaeloa Partners, L.P. (Kalaeloa), Hamakua Energy.
Partners, L.P. (HEP) and HPOWER. Purchases from all IPPs for 2007 totaled $537 miilion, with purchases from AES
Hawaii, Kalaeloa, HEP and HPOWER totaling $137 million, $193 miltion, $70 million and $38 million, respectively. The
primary business activitias of these IPPs are the generation and sale of power to HECO and its subsidiaries (and
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municipal waste disposal in the case of HPOWER). Current financial information about the size, including total assets
and revenues, for many of these IPPs is not publicly available.

Under FIN 46R, an enterprise wilh an interest in a VIE or potential VIE created before December 31, 2003 (and not
thereafter materially modified) is not required to apply FIN 46R to that entity it the enterprise is unable to obtain, after
making an exhaustive effort, the necessary information. '

HECO reviewed its significant PPAs and determined in 2004 that the IPPs at that time had no contractual
obligation to provide such information. In March 2004, HECO and its subsidiaries sent Jetters to ali of their IPPs, except
the Schedule Q providers, requesting the information that they need to determine the applicability of FIN 46R to the
respective IPP, and subsequently contacted most of the 1PPs to explain and repeat its request for information. (HECO
and its subsidiaries excluded their Schedule Q providers from the scope of FIN 46R because their variable interest in
the provider would not be significant to the utilities and they did nct participate significantly in the design of the
provider.) Some of the IPPs provided sufficient information for HECO to determine that the IPP was not a VIE, or was
gither a “business” or “governmental organization” (HPOWER) as defined under FIN 46R, and thus excluded from the
scope of FIN 46R. Other IPPs, including the three largest, declined to provide the information necessary for HECO to
determine the applicability of FIN 46R, and HECO was unable 1o apply FIN 46R to these IPPs.

As required under FIN 46R, HECO has continued after 2004 i3 efforts to obtain from the IPPs the information
necessary o make the determinations required under FIN 46R. In January 2005, 2006, 2007 and 2008, HECO and its
subsidiarias sent letters to the IPPs that were not excluded from the scope of FIN 46R, requesting the information
required to determine the applicability of FIN 46R to the respective IPP. All of these IPPs declined to provide nacessary
information, except that Kalaeloa provided the information pursuant to the amendments to the PPA (sea below) and
Kaheawa Wind Power, LLC (KWP) provided information as required under the PPA. Management has concluded that
MECO does not have to consolidate KWP {which began selling power to MECO in June 2006 from its 30 MW
windfarm) as MECQ does not have a variable interest in KWP bacausa the PPA doss not require MECO to absorb
variability of KWP.

If the requested information is ultimately received from the other IPPs, a possible outcome of future analysis is the
conselidation of one or more of such IPPs in HECO's consolidated financial statements. The consclidation of any
significant IPP could have a material effact on HECO's consolidated financial statements, including the racognition of a
significant amount of assets and liabilities and, if such a consolidated IPP were operating at a loss and had insufficient
aquity, the potential recognition of such losses. If HECO and its subsidiaries determine they are required to consolidate
the financial statements of such an PP and the censolidation has a material effect, HECO and its subsidiaries would
retrospectively apply FIN 46R in accordance with SFAS No. 154, "Accounting Changes and Error Corrections.”

Kalaelca Partners, L.P. [n October 1888, HECO entered into a PPA with Kalaeloa, subsequently approved by the
PUC, which provided that HECO would purchase 180 MW of firm capacity for a period of 25 years beginning in May
1991. In October 2004, HECO and Kalaeloa entared into amendments to the PPA, subsequently approved by the
PUGC, which together effactively increased the firm capacity from 180 MW to 208 MW. The energy payments that
HECQ makes to Kalaeloa include: 1) a fuel component, with a fuel price adjustment based on the cost of low sulfur fuel
oil, 2) a fuel additives cost companent, and 3) a non-fuel component, with an adjustment based on changes in the
Gross National Product Implicit Price Deflator. The capacity payments that HECO makes to Kalaeloa are fixed in
accordance with the PPA.

Kalaeloa is a Delaware limited partnership formed on October 13, 1988 for the purpose of designing, constructing,
owning and operating a 200 MW cogeneration facility on Qahu, which includes two 75 MW oil-fired combustion
turbines, two waste heat recovery steam generators, a 50 MW turbine generator and other slectrical, mechanical and
control equipment. The two combustion turbines were upgraded during 2004 resulting in an increase in the facility's
nominai output rating to approximately 220 MW. Kalaeloa has a PPA with HECO (described above) and a steam
dalivery contract with another customer, tha term of which coincides with the PPA. The facility has been certified by the
Federal Energy Regulatory Commission as a Qualifying Facility under the Public Utllity Regulatory Palicies Act of 1978
(PURPA).

Pursuant to the provisions of FIN 46R, HECQ is deemed to have a variable interest in Kalaeloa by reason of the
provisions of HECO's PPA with Kalaeloa. However, management has concluded that HECQ is not the primary
beneficiary of Kalaeloa because HECO does not absorb the majority of Kalealoa's expected losses nor receive a
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majority of Kalaeloa's expected residual returns and, thus, HECO has not consclidated Kalaeloa in its consolidated
financial statements. A significant factor affecting the level of expected losses HECC would absorb is the fact that
HECQ's exposure to fuel price variabifity is limited to the ramaining term of the PPA as compared to the facility's
temaining useful life. Although HECO absorbs fuel prica variability for the remaining term of the PPA, the PPA does not
currently expose HECO to losses as the fuel and luel related energy payments under the PPA have been approved by
tha PUC for recovery from customers through base electric rates and through HECO's ECAC to the extent the fuel and
fuel related energy payments are not included in base energy rates.

Apollo Energy Corporation. In October 2004, HELCO and Apollo Energy Corporafion (Apollo) executed a restated
and amended PPA which enables Apollo to repower its 7 MW facility, and install additional capacity, for a total allowed
capacity of 20.5 MW. In December 2005, Apollo assigned the PPA to a subsidiary, which voluntarily, unilaterally and
irrevocably waived and relinquished its right and benefit under the PPA 1o collect the floor rate for the entire term of the
PPA. The 20.5 MW facility began commercial operations in April 2007. Based on information available, managemen
concluded that HELCO does not have to consolidate Apollo as HELCO does not have a variable inlterest in Apollo
because the PPA does not require HELCO to absorb any variability of Apollo.

4. Long-term debt

Far speclal purpose reveniue honds, funds on deposit with trustees represent the undrawn proceeds from the
issuance of the special purpose revenue bonds and earn interest at market ratas. These funds are available only to
pay {or reimburse payment of) expenditures in connection with certain authorized construction projects and centain
expenses ralated to the bonds,

On March 27, 2007, the Department of Budget and Finance of the State of Hawail (the Depariment) issued
(pursuant to a 2005 legislative authorization), at par, Series 2007A SPRBs in the aggregate principal amount of
$140 million, with a maturity of March 1, 2037 and a fixed coupen interest rate of 4.65%, and loaned the proceeds to
HECO ($100 million), HELCO ($20 million) and MECO ($20 million). Payment of the principal and interest on the
SPRBs are insured by a suraty bond issued by Financlal Guaranty Insurance Company. Proceeds will be used to
finance capital expenditures, including reimbursements to the slectric utilities for previously incurred capital
expenditures which, in turn, will be used primarily to repay short-tarm borrowings. As of December 31, 2007,
approximately $22 million of proceeds from the Series 2007A SPRBs had not yet been drawn and were held by the
construction fund trustee. HECO, HELCO and MECC's long-term debt will increase from time to time as these
remaining proceeds are drawn down.

On March 27, 2007, the Depariment also issued, at par, Refunding Series 20078 SPRBs in the aggregate
principal amount of $125 miliion, with a maturity of May 1, 2026 and a fixed coupon interest rate of 4.60%, and loaned
the proceeds to HECO ($62 million}, HELCO ($8 million) and MECO {$55 million). Proceeds from the sale were
applied, together with other funds provided by the electric utilities, to the redemption at par on May 1, 2007 cf the
$75 million aggregale principal amount of 6.20% Series 1996A SPRBs (which had an original maturity of May 1,
2026) and to the redemption at a 2% premium on April 27, 2007 of the $50 million aggregate principal amount of
5 7/8% Serigs 1996B SPRBs (which had an original maturity of December 1, 2026). Payment of the principal and
interest on the refunding SPRBs are insured by a surety bond issued by Financial Guaranty Insurance Company.

Al December 31, 2007, the aggregate payments of principal required on fong-term debt are nil during the next four
years and $57.5 million in 2012.

17



PUC-IR-191

DOCKET NO. 2008-0083
ATTACHMENT 1

PAGE 19 OF 41

5. Short-term borrowings

Short-term borrowings from nonaffiliates ai December 31, 2007 and 2006 had a weighted average interest rate of
5.4%, and consisted entirely of commercial paper. '

At December 31, 2007 and 20086 the Company maintained a syndicated credit facility of $175 million. The facility
is not secured. There were no borrowings under any line of credit during 2007 and 2006.

Credit agreement, Effective April 3, 2006, HECO entered into a revolving unsecured cradit agreement establishing a
line of credit facility of $175 million with a syndicate of eight financial institutions. On March 14, 2007 the PUC issued a
D&O approving HECO's request to maintain the credit facility for five years {uniil March 31, 2011), to borrow under the
credil facility {including borrowings with malurities in excess of 364 days), to use the proceeds from any borrowings
with maturities in excess of 364 days to finance capilat expenditures and/or to repay shor-term or other borrowings
used ta finance or refinance capital expenditures and to use an expedited approval process to obtain PUC approval to
increase the facility amount, renew the facility, refinance the facility or change other terms of the facility if such changes
are required or desirable.

Any draws on the facility bear interest, at the option of HECO, at either the “Adjusted LIBO Rate” plus 40 basis
points or the greater of (a) the “Prime Rate” and (b} the sum of the “Fedaral Funds Rate” plus 50 basis paints, as
defined in the agreement. The annual fes is 8 basis points on the undrawn commitment amount. The agreement
contains provisions for revised pricing in the event of a ratings change. For example, a ratings downgrade of HECO's
Senior Debt Rating (e.g., from BBB+/Baa1 to BBB/Baa2 by S&P and Moody's, respactively) would result ina
commitment fea increase of 2 basis points and an interest rate increase of 10 basis paints on any drawn amounts. On
the other hand, a ratings upgrads (e.g., from BBB+/Baat fo A-/A3) would result in a commitment fee decrease of 1
basis point and an interest rate decrease of 10 basis points on any drawn amounts. The agreement does not contain
clauses that would affect access to the lines by reason of a ratings downgrade, nor doss it have a broad “materfal
adverse change® clause. However, the agreement does contain custemary conditions that must be met in order to
. draw on it, such as tha accuracy of certain of its representations at the time of a draw and compliance with its
covenants (such as covenants preventing its subslidiaries from entering into agreemsnts that restrict the ability of the
subsidiarles to pay dividends to, or to repay borrowings from, HECO, and restricting HECO's ability, as weli as the
ability of any of its subsidiariss, to guarantee indebtedness of the subsidiaries if such addifional debt would causs the
subsidiary’s “Consolidated Subsidiary Funded Debt to Capitalization Ratio” to exceed 65% (ratios of 47% for HELCO
and 45% for MECO as of Dacember 31, 2007, as calculated under the agresment)). In addition to customary defaults,
HECO's faiiure to maintain its financial ratios, as defined in its agreement, or meet other requirements wilt rasult in an
event of default. For example, under the agreement, it is an event of default if HECO fails to maintain a “Consolidated
Capitalization Ratio" {equity) of at least 35% (ratio of 54% as of December 31, 2007, as calculaled under the
agreement), if HECO fails to remain a wholly-owned subsidiary of HE| or if any event or condition occurs that results in
any “Material indebledness” of HECO or any of its significant subsidiaries being subject to acceleration prior to its
scheduled maturity. HECO's syndicated credit facility is maintained to support the issuance of commercial paper, but it
may alse be drawn for general corperate purposes and capital expendituras.

On May 23, 2007, S&P lowered the long-term corporats credit and unsecured dabt ratings on HECO, HELCO and
MECO to BBB from BBB+ and stated that the downgrade “is the result of sustained weak bondholder protaction
parameters compounded by tha financial pressure that continuous need for regulatory relief, driven by heightened
capital expenditure requirements, is creating for the next few years.” The pricing for future borrowings under the line of
credit facility did not change since the pricing level is "determined by the higher of the two" ratings by S&P and
Moody's, and Moody's ratings did not change.
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6. Regulatory assets and liabilities

In accordance with SFAS No. 71, the Company's financial statemenits reflect assets, llabilities, revenues and
expenses based on current cost-based rate-making regulations. Continued accounting under SFAS No. 71 generally
requires thal rates are established by an independent, third-party regulator; rates are designed to recaver the costs of
providing service; and it is reasonable to assume that rates can be charged to and collected from customers.
Management believes its operations currently satisfy the SFAS No. 71 criteria. If events or circumstances should
change so that those criteria are no longer satisfied, the Company expects that the regulatory assets would be charged
to expense and tha regulatory liabitities would be credited to income or refunded to ratepayers. In the event of
unforeseen regulatory actions or other circumstances, management believes that a material adverse effect on the
Company's results of operations and financial position may result if regulatory assats have to be charged to expense
without an otfsetting credit for requlatory liabilities or if regulatory liabilities are required to be refunded to ratepayers.

Regulatory assets represent deferred costs expected to be fully recovered through rates over PUC authorized
periods. Generally, the Company does not earn a return on its regulatory assets, however, it has been allowed to
recaver interest on its regulatory assets for demand-side management program costs. Ragulatory liabilities represent
amounts included in rates and coflected from ratepayers for costs expected to be incurred in the future. For example,
the regulatory liability for cost of removal in excess of salvage value represents amounts that have been collected from
ratepayers for costs that are expeciled to be incurred in the future 1o retire utility plant. Noted in parenthesis are the
original PUC authorized amortization or recovery periods and the remaining amortization or recovery periods as of
December 31, 2007, if different.

Regulatory assets were as follows:

December 31 2007 2006
(in thousands)
Retirement benefit plans (5 years for HELCQ's $10 million prepaid pansion $169,814 8 -
regulatory asset, intdeterminate for remainder)
Income taxes, net (1 to 36 ysars} 74,605 73,178
Postretirement benefits other than pensions {18 years; 5 years) 8,949 10,738
Unamortized expanse and premiums on retired debt and equity issuances
(14 10 30 years; 1to 21 years) 17,510 14,909
Demand-side management program costs, net (1 year) 4,113 4,521
Vacation eamned, but not yet taken (1 year) 5,997 5,759
Other (1 to 20 years) 4,002 3,244

$284990 §$112,349

The regulatory asset relating to retirement benefit plans was created as a result of pension and OPEB tracking
mechanisms adopted by the PUC in interim rate case decisions for HECO, MECO and HELCO in 2007 (see
Note 10).

Regulatory liabtlities were as follows:

Decamber 31 2007 2006
{in thousands)

Cost of removal in excess of salvage value (1 to 60 years) $259,765  §239,049
Other (5 years; 2 to 5 years) 1,841 1,570

$261,606  $240,619
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7. Income taxes

In June 2008, the FASE issued FIN 48, “Accounting for Uncertainty in Income Taxes, an interpretation of
FASB Statement No. 109,” which prescribes a “more-likely-than-not’ recognition threshold and measurement
attribute (the largest amount of benefit that is greater than 50% likely of being realized upon ultimate resolution
with tax authorities) for the financial statement recognition and measurement of an income tax position taken or
expected to be taken in a tax return. The Company adopted FIN 48 in the first quarter of 2007.

As a result of the implementation of FIN 48, the Company reclassified certain deferred tax liabilities to a liability
for uncertain tax positions (FIN 48 liability) and reduced retained earnings by $0.6 million as of January 1, 2007 for
the cumulative effect of adoption of FIN 48,

The Company records interest on income taxes in “Interest and other charges.” For 2007, 2006 and 2005, interast
(income) expense on income taxes was $0.6 million, {$0.3) million and ($0.7) million, respectively.

The Company wili record penalties, if any, in “Other, net” under “Other income”. As of December 31, 2007 and
January 1, 2007 (impiementation date), the total amount of accrued interest related to uncertain tax positions and
recognized on the balance sheet was $1.2 million and $.6 million, respactively,

As of Dacember 31, 2007, the total amount of FIN 48 liability was $5.5 million and, of this amount, $0.3 million, if
recognized, would affect the Company's effective tax rate. Management concluded that it is reasonably possible that
the FIN 48 liability will significantly change within the next 12 months due to the resoiution of issues under examination
by the Internal Revenue Service. Management cannot estimate the range of the reasonably possible change.

The changes in total unracognized tax benefits were as follows:

Year ended December 31 2007
(in millions)
Unrecognized 1ax benefits, January 1 $ 236

Additions based on tax positions laken during the year -
Reductions based on tax positions taken during the year -
Additions for tax positions of prior years 0.8
Reductions for tax positions of prior years -
Decreases dua to tax positions taken -
Settlements -
Lapses of statute of imitations -
Unrecognized tax benefits, Dacember 31 $ 244

In addition to the FIN 48 liability, the unrecognized tax benefits include $18.9 million of tax benefits related to
refund claims, which did not meet the recognition threshold. Consequently, tax benefits have not been recorded on
these claims and no FIN 48 lability was required to offset these potential banefits.

Tax years 2003 io 2006 currently remain subject to examination by the Intemal Revenue Service and Depariment
of Taxation of the State of Hawaii.

The Company’s effectiva federal and state income tax rate for 2007 was 37%, compared 10 an effective tax rate for
2006 of 38%. The lower effactive tax rats was primarily due to domestic production activities deductions related to the
generation of electricity and the impact of state tax credits (including the acceleration of the state tax credits associated
with the write-off of a portion of CT-4 and CT-5 costs) recognized against a smaller income tax expsnse base.
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The components of income faxes charged to operating expenses were as follows:
December 31 2007 2006 2005
(in thousands)
Federal:
Current $54,767 $50,208 $23,799
Deferred (22,853) {7,000) 17,497
Deferred tax credits, net {1,154 {1,259) (1,351)
30,760 41,949 39,945
State:
Current 5,073 2,889 {1,407)
Deferred (3,699) (1,267) 3,020
Deferred tax credits, net 1,992 3,810 3,471
3,366 5,432 5,084
Total $34,126 $47,381 $45,029

Income tax benefits related to nonoperating activities, included in "Other, net” on the consolidated statements of
income, amounted o $3.2 million, $0.9 million and $0.4 million for 2007, 2006 and 2005, respectively.

A reconciliation between income taxes charged to operating expenses and the amount of income taxes computed
at the federal statutory rate of 35% on income before income taxes and preferred stock dividends follows:

December 31 2007 2006 2005
(in thousands) '
Amount at the federal statutory income 1ax rate ) $32,5569  $44,024 $41,989
State income taxes on operating income, net of
effect on federal income taxes 2,188 3,530 3,305
Other (621) (173) (265)
Income taxes charged to operating expenses $34,126 $47,381 $45,029
The tax effacts of book and 1ax basis differences that give rise to deferred tax assets and liabilities were as follows:
Decamber 31 2007 2006
{in thousands)
Deferred tax assets:
Cost of removal In excess of salvage value $ 101,075 § 93,014
Retirement benefits in AQCI - 80,665
Contributions in aid of construction and customer advances 76,34 38,582
Other 21,753 9,534

199,170 221,795

Deferred tax liabilitias:

Property, plant and equipment 287,231 279,539
Regulatory assets, excluding amounts attributable to property,
plant and equipment 28,050 28,495
Retirement benefits 15,590 26,862
Change in accounting method 23,036 -
Retirement benefits in AOCI 736 -
Other 5,640 4,954
361,283 339,850
Net deferred incoms tax liability $162,113  §$118,055
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The ultimate realization of deferred tax assets is dependent upon the generation of future taxable income during
the periods in which those temporary differences become deductible. Based upon historical taxable income,
projections for future taxable income and available tax planning strategies, management believes it is more likely than
not the Company will realize substantially all of the benefits of the deferred tax assets.

As of December 31, 2007, the FIN 48 disclosures above present the Company’s accrual for polential tax liabilities
and related interest. Based on information currently available, the Company believes this accrual has adequately
provided for potential income tax issues with federal and state tax authorities and related interest, and that the ultimate
resclution of tax issues for all open tax periods will not have a material adverse effect on ifs resulls of operations,
financial condition or liquidity.

8, Cash flows

Supplemental disclosures of cash flow information
Cash paid for interest {net of AFUDC-Debt) and income laxes was as fallows:

Years ended December 31 2007 2006 2005
(In thousands)

Interest $47,155 $47.206 $46,221
Income taxes $26,106 $52,782 $20,554

Supplemental disclosures of noncash activities

The allowance for equity funds used during construction, which was charged primarily to construction in pragress,
amounted to $5.2 millicn, $6.3 million and $5.1 million in 2007, 2006 and 2005, respectively.

The estimated tair valus of noncash contributions in aid of construction amounted to $17.7 million, $13.5 mﬂl:on
and $11.8 million in 2007, 2006 and 2005, respectively,

9, Major customers

HECOQ and its subsidiaries received approximately 9% ($193 milfion), 10% ($197 million) and 10% ($176 million),
of thelr operating revenues from the sale of electricity to various fedaral government agencies in 2007, 2006 and 2005,
respectively.
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10, Retirement benefits

Pensions

Substantially all of the employees of HECO, HELCO and MECO participate in the Retirement Plan for Employees
of Hawaiian Electric Industries, Inc. and Participating Subsidiaries (ihe Plan). The Plan is a qualified, non-contributory
defined benefit pension plan and includes benefits for union smployees determined in accordance with the terms of the
collective bargaining agreemants between the ufilities and thelr respective unions. The Plan is subject fo the pravisions
of the ERISA. In addition, some current and former executives and directors participate in noncontributory, nonqualified
plans (collectively, Supplemental/Excess/Directors Plans). In general, benefits are based on the employees’ years of
service and compensation.

The continuation of the Plan and the Supplemental/Excess/Directors Plans and the payment of any contribution
thereunder are not assumed as contractual obligations by the participating employers. The Directors’ Plan has been
frozen since 1996, and no participants have accrued any benefits after that time. The plan will be terminated at the
time all remaining benefils have been paid.

Each participating employer reserves the right to terminate its participation in the applicable plans at any time. If a
participating employer ferminates its participation in the Plan, the interest of each affecled participant would become
100% vested to the extent funded. Upon the termination of the Plan, assets would be distributed lo affected
participants in accordance with the applicable allocation provisions of ERISA and any excess assets that exist would
be paid o the participating employers. Participants' benefits in the Plan are covered up to certain limits under
insurance provided by the Pension Benefit Guaranty Corporation.

To determine pension costs for HECO, HELCO and MECO under the Plan and the Supplemental/Excess/Directors Plans, it
is necessary to make complex calculations and estimates based on numerous assumptions, including the assumptions identified
below.

Postretirement benefits other than pensions

The Company provides eligible employees health and life insurance benefits upon retirement under the
Postretirement Welfare Benafits Plan for Employees of Hawaiian Electric Company, Inc. and participating employers
(HECO Benefits Plan). Health benefits are also provided to dependents of eligible retired employees. The contribution
for health benefits paid by the participating employers is based on the retirees’ years of service and retirement dates.
Generally, employess are eligible for these benefits if, upon retirement from active employment, they are efigible to
receive hanefits from the Plan.

Among other provisions, the HECO Benefits Plan provides prescription drug benefits for Medicare-eligible
participants who retira after 1998, Retirees who are sligible for the drug benefits are required to pay a portion of tha
cost each menth. The Medicare Prescription Drug, Improvement and Modernization Act of 2003 (the 2003 Act) was
signed into law on December 8, 2003. The 2003 Act expanded Medicare to includa for the first time coverage for
prescription drugs, The 2003 Act provides that persons eligible for Medicare benefits can enroll in Part D, prescription
drug coverags, for a monthly premium. Alternatively, if an employer sponsors a retiree health plan that provides
benefits determined to be actuarialy equivalent ta those covered under the Medicare standard prescription drug
benefit, the employar will be paid a subsidy of 28 percent of a participant's drug costs between $250 and $5,000 (to be
indexed for inflation) if the participant waives coverage under Medicare Part D,

The continuation of the HECQ Benalits Plan and the payment of any contribution thereunder is not assumed as a
contractual obligation by tha participating employers. Each participating employer reserves the right to terminate its
participation in the plan at any tima.

SFAS No. 158

In September 2006, the FASB issued SFAS No. 158, “Employers' Accounting for Defined Benefit Pension and
Other Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106, and 132(R),” which requires
employsrs to recognize on their balance sheets the funded status of defined benefit pension and other postretirement
benefit plans with an offset to AOC! in stockholders’ equity (using the projected benefit obligation, rather than the
accumulated benefit obligation, to calcuiate the funded status of pension plans).

By application filed on December 8, 2005 (AOCI Docket), the Company had requested the PUC to permit it to
record, as a regulatory asset pursuant ta SFAS No. 71, “Accounting for the Effects of Certain Types of Reguiation,” the
amount that would otherwise be charged against stockholders' equity as a result of recording a minimum pension

23



PUC-IR-191

DOCKET NO. 2008-0083
ATTACHMENT 1

PAGE 25 OF 41

lkability as prescribed by SFAS No. 87. The Company updated its application in the AOCI Docket in November 2006 to
take into account SFAS No. 158. On January 26, 2007, the PUC issued a D&Q in the updated AOC! Docket, which
denied the Company’s request to record a regulatory asset on the grounds that the Company had not met its burden of
proof to show that recording a requiatory asset was warranted, or that there would be adverse consequences if a
regulatory asset was not recorded. The PUC also required HECO to submit a pension study (determining whether
ratepayers are better off with a well-funded pension plan, a minimally-funded pension plan, or something in batween) in
its pending 2007 test year rate cass, as proposed by the Company in support of their request.

In HELCO's 2008, HECO's 2007 and MECQ's 2007 test year rate cases, the Company and the Consumer
Advocate proposed adoption of pension and OPEB tracking mechanisms, which are intended to smooih the impact to
ratepayers of potential fluciuations in pension and OPEB costs. Under the tracking mechanisms, any costs determined
under SFAS Nos. 87 and 106, as amended, that are over/under amounts allowed in rates are charged/credited toa
regulatory assetfiability, The regulatory assetliability for each utility will be amortized over 5 years beginning with the
respective utility's next rate case.

The pension tracking mechanisms generally require the Company to fund only the minimum levei required under
the law until the existing pension assets are reduced to zero, at which time the Company would make contributions to
the pension trust in the amount of the actuarially calculated net periodic pension costs, except when limited by the
ERISA minimum contribution requirements or the maximum contribution limifation on deductible contributions imposad
by the Internal Revenue code. The OPEB tracking mechanisms generally require the Company to make contributions
to the OPEB trust in the amount of the actuarially calculated net periodic benefit costs, except when limited by material,
adverse consequences imposed by federal regulations.

A pension funding study was filed in the HECO rate case in May 2007. The conclusions in the study wers
consistent with the funding practice proposed with the pensicn tracking mechanism.

In its 2007 interim decisions for HELCO's 2006, HECO's 2007 and MECQ's 2007 test year rate cases, the PUC
approved the adoption of the proposed pension and OPEB tracking mechanisms on an interim basis (subject to the
PUC's final D&Os) and estabtished the amount of net periodic benefit costs to be recovered in rates by each utility.

Under HELCO's interim order, a regulatory asset (reprasenting HELCO's $12.8 million prepaid pension asset as of
Decamber 31, 2006 prior to the adoption of SFAS No. 158) was allowed to be recovered (and is being amortized) over
a period of five years and was allowed to be included in HELCQO's rate base, net of deferred income taxes. On
October 25, 2007, however, the PUC issued an amended proposed final D&0O for HECO's 2005 test year rate case,
which when issued in final form, would reverse the portion of the interim D&O related to the inclusion of HECO's
approximately $50 million pension asset, net of deferred incoma laxes, in rate base, and would require a refund of
revenues associated with that reversal, including interest, retroactive to September 28, 2005 (tha date the interim
increase became effactive). In 2007, HECO accrued $16 million for the potential customer refunds, including interest,
reducing 2007 net income by $9 million. In the settlement agreement and interim PUC decision in HECO's 2007 test
year rate case, HECQ's pension asset was not included in HECQ's rate base and amorization of the pension asset
was not included as part of the pension tracking mechanism adopted In the proceeding on an interim basis. The issus
of whether to amortize HECQO's prepaid pension asset ($51 million at December 31, 2007), if allowed to be included in
rate base by the PUC, has thus been deferred until HECO's next rate case proceeding. Similarly, in the settlement
agreement and interim PUC decision in MECQ's 2007 test year rate case, MECO’s pension asset ($1 milflion as of
December 31, 2007) was not included in MECO's rate base and amortization of the pension asset was not included as
part of the pension tracking mechanism adopted in the proceeding on an interim basis.

As a result of thg 2007 interim orders, the Company has reclassified to a regulatory assst charges for retirement
benefits that would otherwise be recorded in accumulated other comprehensive incoma pursuant to SFAS No. 158
{amounting to the elimination of a potential charge to AOCI at December 31, 2007 of $171 million pra-tax, compared o
a retirement benefits pre-tax charge of $207 million at December 31, 2006).

Retirement benefits expanse for the Company for 2007, 2006 and 2005 was $27 million, $22 million and
$13 million, respectively.
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Pension and other postretirement benefit plans information

The changes in the obligations and assets of the Company's retirement benefit plans and the changes in AOCI
(gross) for 2007 and 2006 and the funded status of these plans and amounts related to these plans reflected in the
Company's balance sheet as of December 31, 2007 and 2006 were as follows:

2007 2006

Pension Other Pensicn Other
{in thousands) benefits benefits benefits benefits
Benefit obligation, January 1 $877,365 $186,359 $ 859,080 $185,839
Service cost . 25527 4,652 26,719 4,965
Interest cost 51,588 10,512 48,348 10,337
Amendments - - 116 -
Actuarlal gain (7.084) (10,671) (14,925) (5,350)
Benefits paid and expenses {44,384) {8,926) (41,973) {9,432)
Benefit obligation, December 31 903,12 181,926 877,365 186,359
Fair value of plan assets, January 1 784,163 133,815 730,101 117.352
Actual return on plan assets §7.378 11,390 95,909 15,656
Employer contribytion 2,846 9,283 - 9,789
Benefits paid and expenses (44,486) {8,.974) - (41,847 (8,982)
Fair valig of pian assets, December 31 803,901 145,524 784,163 133,815
Accruad benelit liability, Decembar 31 {83,111) {36,402) (93,202) (52,544)
AQCI, January 1 176,057 31,258 45 -
Recognized during year — nat recognized transition obligation (1} (3,130) () {3,130
Recognized during year - prior service (cost)/credit 762 - 710 -
Recognized during year - net actuarial losses (10,486) - {10,699) (388)
Occurring during year - prior service cost - - 115 -
Oceurring during year - net actuarial gains (13,126) (12,219} {46,367} (11,248}
Other adjustments . - - 232,195 48,024

153,206 15,908 176,067 31,258
Impact of PUC D8Qs {152,888) {18,120) - -
ACQCI, December 31 318 (2,211} 176,057 31,258
Net actuarial loss 157,324 260 180,937 12,480
Prior service gain (4,118) - (4,881) -
Net transition obligation - 15,6849 1 18,778

153,206 15,909 176,057 31,258
impact of PUC D&0s (152,888) {18,120) - -
ACC!H Dacember 34 318 {2,244} 178,057 31,258
Incoma tax benefits (124) 860 (68,503) (12.,162)
AQCH, net of taxes, December 31 194 $ (1.351) $ 107,554 $ 19,096

The Company does not expect any plan assets to be returned to the Company during calendar year 2008.

The dales used to determine ratirement benefit measurements for the defined benefit plans were December 31 of
2007, 2006 and 2005,

The definad benefit pension plans' accumulated benefit abligations, which do not consider projected pay increases
(unlike the projected benefit obligations shown in the table above), as of December 31, 2007 and 2006 were
$794 milton and $769 million, respectively.

The Company has determined the market-related value of retirement benefit plan assets by calculating the
difference betwaen the expected raturn and the actual return on tha fair value of the plan assets, then amortizing the
difference over future years — 0% in the first year and 25% in years two to five, and finally adding or subtracting the
unamortized diiterences tor the past four years from fair value. The method includes a 15% range around the fair value
of such assets {i.e., 85% to 115% of fair value). If the market-related value is outside the 15% range, then the amount
outside the range will be recognized immediately in the caiculation of annual net periodic benefit cost,

A primary goal of the plans is to achieve long-term asset growth sufficient to pay future benefit obligations at a
reasonable fevel of risk. The investment poficy target for defined benefit pension and OPEB plans reflects the
philosophy that long-term growth can bast be achieved by prudent investments in equity securities while balancing
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overall fund volatility by an appropriate allocation to fixed income securities. In order to reduce the level of portfolio risk
and volatility in returns, efforts have been made to diversify the plans’ investments by: asset class, geographic region,
markel capitatization and investment style.

The expected long-term rate of return assumption of 8.5% was based on the plans’ asset allocatlon projected
asset class returns provided by the plans’ actuarial consuitant and the past performance of the plans’ assets.

The weighted-average asset allocation of retirement defined benefit plans was as follows:

Pension benefits Other henefits
Investment policy Investment policy

December 31 2007 2006 Targel Range 2007 2008 Target Ranga
Asset category

Equity securities 72% 2% 0%  B6575% 70% 1% 70% 65-75%

Fixed income 27 27 30 25-35% 30 2 30 25-35%

QOthet! 1 1 - - - - - —

100% 100% 100% 100% 100% 100%

1 Cther includes alternative investments, which are relatively iliquid in nature and will remain as plan assets until an appropriate liquidation
opportunity occurs.

The Company's current estimate of contributions to the retirement benefit plans in 2008 is $14 million.

As of December 31, 2007, the benefits expected to be paid under the retirement benefit plans in 2008, 2009, 2010,
2011, 2012 and 2013 through 2017 amounted to $57 million, $59 million, $61 million, $63 million, $66 million and
$370 million, respectively.

The following weighted-average assumptions were used in the accounting for the plans:

Pension benefits Other benefits
December 31 2007 2006 2005 2007 2006 2005
Beneflt obligation
Discount rate . 6.125% 8.00% 5.75% 8.125% 6.00% 5.75%
Expected return on plan assets 85 8.5 8.0 85 a5 9.0
Rats of compensation increase 4.0 40 46 4.0 40 4.6
Net periodic benefit cost (years ended)
Discount rate 6.00 575 6.00 6.00 5.75 6.00
Expected retum on plan assets 45 9.0 9.0 85 9.0 8.4
Rate of compensation increase 40 48 48 4.0 46 4.6

As of December 31, 2007, the assumed health cara trend rates for 2008 and future years ware as follows: madical,
10.00%, grading down to 5.00% for 2013 and thereafter; dental, 5.00%; and vision, 4.00%. As of December 31, 2006,
the assumed health care trend rates for 2007 and future years were as follows: medical, 10.00%, grading down to
5.00% for 2012 and thereafter; dental, 5.00%; and vision, 4.00%.

The components of nat periodic benefit cost were as follows:

Penslon benefits Other benefits

Years endad December 31 2007 2006 2005 2007 2006 2005
(in thousands})
Service cost $25,527 $26,719 $23,832 § 4,652 $ 4,965 $ 5,088
Intarest cost 51,588 48348 46,817 10512 10,337 10,818
Expected retum on plan assets. (61,101) (64,467) {67,078} {9,778} (9,758) {9,704)
Amortization of net transition obligation 1 2 2 3130 3,130 3,130
Amortization of net prior service gain (762) (770 (770) - - -
Amortization of net actuarial loss 10,486 10,699 4,735 - 3588 395
Net pariodic benefit cost 25,739 20,531 7538 8,516 9,062 9,737
impacl ¢f PUC D&0s 1,185 - - 187 - -
Net periodic banefit cost (adj usted far impact of

PUC D&0s) $26,934 $ 20,531 $ 7,538 $8,703 $ 9.062 $9,737
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The estimated prior servica credit, net actuarial loss and net transition obligation for defined benefits pansion plans
that will be amortized from ACCI or reguiatory asset into net periodic pension benefit cost over 2008 are $(0.8) million,
$6.8 million and nil, respectively. The estimated prior service cost, net actuarial loss and net transitional obligation for
ofher benefit plans that will be amortized from AQCI or requlatory asset into net periodic other than pension benefit
cost over 2008 are nil, nil and $3.1 million, respectively.

The Company recorded pension expense of $20 million, $15 million and $6 million and OPERB expense of
$7 million each year in 2007, 2006 and 2005, respectively, and charged the remaining amounis primarily to electric
ulitity plant.

The projected benefit abligation, accumutated benefit abligation and fair value of plan assets for pension plans with
an accumulated benefit obligation in excess of plan assets were $4 million, $3 million and nil, respectively, as of
December 31, 2007 and December 31, 2006.

The health care cost trend rate assumptions can have a significant effect on the amounts reported for other
benefits. As of Decamber 31, 2007, a one-percentage-point increase in the assumed health care cost trend rates
would have increased the total service and interest cost by $0.2 million and the postretirement benefit obligation by
$3.1 million, and a one-percentage-point decreass would have reduced the total service and interest cost by
$0.2 miliion and the postretirement benefit obiigation by $3.5 miliion.

11, Commitments and contingencies

Fuel contracts. HECO and its subsidiaries have contractual agreements to purchase minimum quantilies of fuel oil
and diesel fuel through December 31, 2014 (at prices tied to the market prices of petroleum products in Singapore and
Los Angeles). Based on the average price per barrel as of January 1, 2008, the estimated cost of minimum purchases
under the fuel supply contracts is $0.9 billion per year for 2008 through 2012 and a total of $1.8 billion for the period
2013 through 2014. The actual cost of purchases in 2008 and future years could vary substantially from this estimate
as a result of changes in market prices, quantities actually purchased and/or other factors. HECO and its subsidiarigs
purchased $795 millian, $755 million and $662 million of fuel under contractual agreemants in 2007, 2006 and 2005,
respectively.

Power purchase agreements (PPAs). As of December 31, 2007, HECO and its subsidiarles had six firm capacity
PPAs for a total of 540 megawatts (MW) of firm capacity. Purchases from these six independent power producers
(IPPs) and alf other IPPs totaled $537 million, $507 million and $458 million for 2007, 2006 and 2005, respectively. The
PUC ailows rate racovery for enargy and firm capacity payments to IPPs under these agresments. Assuming that each
of the agreements remains in place for its current term and the minimum availability criteria in the PPAs are mat,
aggregate minimum fixed capacity charges are axpected to be approximately $0.1 billion per ysar for 2008 through
2012 and a total of $1.0 billion in the period from 2013 through 2030.

In general, HECQ and its subsidiaries base their payments under the PPAs upon available capacity and energy
and they are generally not required to make payments for capacity if the contracted capacity is not available, and
payments are reduced, undar certain conditions, if available capacity drops below contracted levels. In general, the
payment rates for capacity have been predatermined for the terms of the agreements. Energy payments will vary over
the terms of the agreements. HECO and its subsidiaries pass on changes in the fuel component of the energy charges
to customers through the ECAC in their rate schedules (see “Energy cost adjustment clauses” below). HECO and its
subsidiaries do not operate, or participate in the operation of, any of the facilities that provide power under the
agreements. Title to the facilities does not pass to HECO or its subsidiasies upon expiration of the agreements, and the
agreements do not contain bargain purchase options for the facilities.

Interim increases. On September 27, 2005, the PUC issued an interim decision and order {D&0) in HECO's 2005
test year rate case granting a general rate increase on Cahu of 4.36%, or $53.3 million (3.33%, or a net increase of
$41.1 million excluding the transfer of certain costs from a surcharge line item on electric bills into base electricity
charges), which was implementad on September 28, 2005.

On Oclober 25, 2007, the PUC issued an amended proposed final D&O in HECO's 2005 test year rate case,
authorizing an increase of 3.74%, or $45.7 million (or a net increase of $34 million or 2.7%), in annual revenues. The
amended proposed final D&O, when issued in final form, would reverse the portion of the interim D&O related to the
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inclusion of HECO's approximately $50 million pension asset, net of deferred income taxes, in rate base, and would
require a refund of the revenues associated with that reversal, including interest, retroactive to September 28, 2005
(the date the interim increase became effective), amounting to $18 million through December 31, 2007 ($9 million, net
of tax benefits). Interest on the refund amount would continue to accrue until the amount is refunded to customers.

On April 4, 2007, the PUC issued an interim D&O in HELCO's 2006 test year rate case granting a general rate
increase on the island of Hawaii of 7.58%, or $24.6 million, which was implemented on April 5, 2007.

On October 22, 2007, the PUC issued, and HECO immediately implemented, an interim D&Q in HECO's 2007 test
year rate case, granting HECO an increase of $69.997 million in annual revenues over current effective rates at the
time of the interim decision.

On December 21, 2007, the PUC issued, and MECO immediately implemented, an interim D&0 in MECQ's 2007
test year rate case, granting MECO an increase of $13.2 million in annual revenues, or a 3.7% increase.

Through December 31, 2007, HECO and its subsidiaries had recognized $150 million of revenues with respect to
interim orders ($14 million related fo interim orders regarding certain integrated resource planning costs and
$136 million related to interim orders with respect to HECO's interim surcharge to recover DG fuel and fuel trucking
costs and general rate increase requests, not including revenues of $16 million for which a reserve, including interest,
has baen accrued o reflect the PUC’s proposed final D&O in the 2005 HECO rate case), which revenues are subject
to refund, with Interest, if and to tha extent they exceed the amounts allowed in final D&Os:

Energy cost adjustment clauses. On June 19, 2008, the PUC issued an order in HECQ's 2005 1est year rate case
indicating that the record in the pending case had not been developed for the purpose of addressing the factors in Act
162, signed into law by the Governor of Hawaii on June 2, 2006. Act 162 states that any automatic fuel rate adjustment
clause requested by a public utility in an application filed with the PUC shall be designed, as determined in the PUC’s
discration, ta (1) fairly share the risk of fuel cost changes between the public utility and its customers, (2) provide the
public utility with sufficient incentive to reasonably manage or lower its fuel costs and encourage greater use of
renewabla energy, (3) allow the pubfic utility to mitigate the risk of sudden or frequent fuel cost changes that cannot
otherwise reasonably be mitigated through other commercially available means, such as through fuel hedging
contracts, (4) preserve, to the extent reasonably possible, the public utility’s financial integrity, and (5) minimize, to the
extent reasonably possible, the public utility's need to apply for frequent applications for general rate increases to
account for the changes 1o its fue! costs. While the PUC already had reviewed the automatic fuel rate adjustment
clause in rats cases, Act 162 required that thesa five specific factors be addressed in tha record. In October 2007, the
PUC issued an amended proposed final &0 in HECO's 2005 test year rate case in which the PUC stated it would not
require the parties in the rate case proceeding to file a stipulated procedural schedule on this issue, but that it expacts
HECO and HELCO to develop information relating to the Act 162 faclors for examination during their next rate case
proceedings.

The ECAC provisions of Act 162 wera reviewed in the HELCO rate case based on a 2006 test year and are being
reviewed in the HECO and MECO rate cases based on 2007 test years. In the HELCO 2006 test year rate cass, the
filed testimony of the Consumer Advocate's consultant concluded that HELCO's ECAC provides a fair sharing of the
risks of fuel cost changes between HELCO and its ratepayers in a manner that preserves the financial integrity of
HELCO without the need for frequent rate filings. On April 4, 2007 tha PUC issued an interim D&Q in the HELCO 2006
test year rate case which reflected the continuation of HELCO's ECAC, consistent with a settlement agreement
reached between HELCO and the Consumer Advocate.

In an order Issued on August 24, 2007, the PUC added as an issue to be addressed in HECO's 2007 test year rate
case whethar HECO's ECAC complies with the requirements of Act 162 as codified in the Hawail Ravised Statutes
{HRS). On September 6, 2007, HECO, the Consumer Advocate and the DOD (the parties) executed and filed an
agreement on most of the issues in HECO's 2007 test year rale case proceeding. In the settlement agreement, the
partigs agreed that the ECAC should continus in its present form for purposes of an interim rale increase and stated
that they are continuing discussions with respect to the final design of the ECAC to be proposed for approval in the
final D&Q in this proceeding. On October 22, 2007 the PUC issued an interim D&O in HECQ's 2007 test year rate case
which reflected the continuation of HECO's ECAC for purposes of the interim increase, consistent with the agreement
reachad among the parties. Tha parties will file proposed findings of fact and conclusions of law on all issues in this
proceeding, including the ECAC, and the schedule for that filing is being determined. The parties have agreed that their
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resolution of the ECAC issue will not affect their agreement regarding revenue requirements in the proceeding.
Management cannot predict the ultimate effect of the required Act 162 analysis on the continuation of the Company's
existing ECACs. : '

In an order issued on June 19, 2007, the PUC approved a procedural order for MECQ's 2007 test year rate case
and required MECO and the Consumer Advocate (the parties) to address an additional issue of whether MECO's
ECAC complies with the requirements of Act 162 as codified in the HRS. In its direct testimany, the Consumer
Advocate concluded that the ECAC's fixed efficiency factors are an effective means of sharing the operating and
parformance risks between MEC('s ratepayers and shareholders and that MECQ's ECAC provides a fair sharing of
the risks of fuel cost changes between MECO and its ratepayers in a manner that preserves the financial integrity of
MECO without the need for frequent rate filings. On December 7, 2007, the parties filed a stipulaled settlement letter
for this proceeding in which the parties agreed, amang other things, that no further changes are raquired lo MECO's
ECAC in order to comply with the requirements of Act 162. On December 21, 2007 the PUC issued an interim D&O in
MECO's 2007 test year rate case which reflected the continuation of MECO's ECAC for purposes of the intefim
increase, consistent with the agreement reached among the parties.

On April 23, 2007, the PUC issued an order denying HECO's proposal to recover $2.4 milfion, including revenue
taxes, of distributed generation fuel and trucking and low sulfur fuel oit (LFSO) trucking costs since January 1, 2006
through the reconciliation process for the ECAC. However, the PUC allowed HECO to establish and implement a new
and separate interim surcharge o recover its additional DG and LFSO costs on a going forward basis. HECO
implemented an interim surcharge to recover such costs ingurred from May 1, 2007.

HELCO power situation. In 1991, HELCO began planning to meet increased electric generation demand forecast for
1994. It planned to install at its Keahole power plant two 20 MW combustion turbines (CT-4 and CT-5), followed by an
18 MW heat recovery steam generator (ST-7), at which time these units would be converted to a 56 MW (net) dual-
train combined-cycle unit. In January 1994, tha PUC approved expenditures for CT-4. In 1995, the PUC allowed
HELCO lo pursue construction of and commit expenditures for CT-5 and ST-7, but noted that such costs are not to be
included in rate base until the project Is installed and ‘is used and useful for utility purposes.” There were a number of
environmental and other permitting challenges to construction of CT-4, CT-6 and ST-7, resuiting in significant delays in
the installation and operation of these generating units. Howaver, in 2003, the parties opposing the plant expansion
project (cther than Waimana Enterprises, Inc. (Waimana}, which did not participate in the settlement discussions and
opposed the settlsment) entered into a settlement agreement with HELCO and several Hawaii regulatory agenciss,
intended in part to permit HELCO to complete CT-4 and CT-5 (Settlement Agreement). The Setilsment Agreement
required HELCO to undertake a number of actions in¢luding expediting efforts to obtain the permits and approvals
necessary for installation of ST-7 with selective catalytic reduction emissions control equipment, assisting the
Department of Hawaiian Home Lands in installing solar water heating in its housing projects, supporting the Keahols
Defense Coalition's participation in certain PUC cases, and cooperating with neighbors and community groups
(including adding a Hot Line service). While certain of these actions have been completed, and required payments to
other parties to the settlement agreement were timely made, a number of these actions are ongoing.

As a result of the final resotution of various procsedings due primarily to the Settiement Agreemeant, CT-4 and CT-5
became operational in mid-2004, there are no pending lawsuits involving the project, and work on ST-7 is proceeding.
Noise mitigation equipment has been installed on CT-4 and CT-6 and additional noise mitigation work is ongoing to
ensure compliance with the night-time noise standard applicable to the plant. Currently, HELCO can operate CT-4 and
CT-5 as required to meet its system needs. Construction of a noise barrier was substantially completed in
December 2007, and instaltation of other noise mitigation measures ara planned. Subsequent testing will determine
whether current restrictions on the opsrations of these units may be eliminated or eased.

HELCO's plans for ST-7 are progressing. In November 2003, HELCO filed a boundary amendment pelition (to
reclassify the Keahols plant site from conservation land use to urban land use) with the State of Hawaii Land Use
Commission, which boundary amendment was approved in October 2005. In May 2006, HELCO obtained the County
of Hawaii rezoning to a "General Industriaf’ classification, and in June 2008, received approval for a covered source
permit amendment to include selective catalytic reduction with the instalfation of $T-7. Managemant belleves that any
other raquired permits will be obtained and anticipates an in-service date for ST-7 in mid-2009. HELCO has
commenced engineering, design and centain construction work for ST-7. HELCO's current cost estimate for 8T-7 is
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approximately $92 million, of which approximately $9 million has been incurred through December 31, 2007. HELCO
has made about $32 million in additional commitments for materials, equipment and outside services, a substantial
portion of which are subject to cancellation charges.

CT-4 and CT-5 costs incurred and allowed HELCO's capitalized costs incurred in its efforts to put CT-4 and CT-
5 into service and fo support existing units (excluding costs for pre-air permit facilities) amounted to approximately
$110 mifion. The $110 million of costs was reclassified from construction in progress to pfant and equipment in 2004
{$103 million) and 2005 ($7 million) and depreciated beginning January 1, 2005 and 2008, respectively, and HELCO
sought recovery of these costs as part of its 2006 test year rate case. '

In March 2007, HELCO and the Consumer Advocate reached a settlement of the Issues in the HELCO 2006 rate
case proceeding, subject to PUC approval. Under the settlement, HELCO agreed to write-off approximately $12 million
of plant-in-service costs, net of average accumulated depreciation, relating to CT-4 and CT-5, resutting in an after-tax
charge to net income in the first quarter of 2007 of approximately $7 million (included in “Other, net” under “Other
incoma (loss)” on HECO's consolidated statement of incoma).

I April 2007, the PUC issued an interim D&Q granting HELCO a 7.58% increase in rates, which reflects the
settlement agreement reached between HELCO and the Consumer Advocate, including the agreement to write-off a
portion of CT-4 and CT-5 costs. Howaver, the interim order does not commit the PUC to accept any of the amounts in
the interim increase in its final order. If it becomes probable that the PUC, in ils final order, will disallow additional costs
incurred for CT-4 and CT-5 for ratemaking purposes, HELCO will be required to record an additiona! write-off.

East Oahu Transmission Project (EQTP), HECO transmits bulk power to the Honolulw/East Oahu area over two
maior fransmission corridors (Northern and Southem). HECO had planned to construct a partial underground/partial
overhead 138 kilovolt (kV) line from the Kamoku substation to the Pukele substation, which serves approximately 16%
of Oahu's electrical load, including Waikikl, in order to close the gap between the Southern and Northern corridors and
provide a third transmission line to the Pukele substation. In total, this additional transmission capacity would benefit an
area that comprises approximately 56% of the power demand on Oahu. Howsver, in June 2002, an application for a
permit which would have allowed construction in the originally planned route through conservation district lands was
denied.

HECO continued lo believe that the proposed reliability projact (the East Oahu Transmission Project) was needed
and, in December 2003, filed an application with the PUC requesting approval to commit funds {currently estimated at
$74 million; see costs incurred below) for a revised EQTP using a 46 kV system. In March 2004, the PUC granted
intervener status to an environmental organization and three elacted officials (collectively treated as one party), and a
maore limited paricipant status to four community organizations. The environmental review process for the revised
EQTP was completed and the PUC issued a Finding of No Significant Impact in April 2005.

in written testimony filed in June 2005, the consultant for the Consumer Advocate contended that HECO should
always have planned for a project using only the 46 kV system and recommended that HECO be required to expense
the $12 million incurred prior to the denial in 2002 of the approval necessary for the partial underground/partial
overhead 138 kY line, and the related allowance for tunds used during construction (AFUDC) of $5 million. In rebuttal
testimony filed In August 2005, HECO contested the consultant's recommendation, emphasizing that the originally
proposed 138 kV line would have been a more comprehensive and robust solution to the transmission concems the
project addressed. The PUC held an evidentiary hearing on HECQ's application in November 2005, and post-hearing
briafing was completed in March 2008, Just prior to the November 2005 evidentiary hearing, the PUC approved that
part of a slipulation between HECO and the Consumer Advocate providing that (i) this proceeding should determine
whether HECO should be given approval to expend funds for the EOTP, but with the understanding that no part of the
EQTP costs may be recovered from ratepayers unless and until the PUC grants HECO recovery in a rate case (which
is consistent with other projects) and (ii) the issue as to whether the pre-2003 planning and parmitting costs, and
related AFUDC, should be included in the project costs is reserved to, and may be raised in, the next HECO rate case
(or other proceeding) in which HECO seeks approval to recover the EGTP costs. In Qctober 2007, the PUC issued a
final D&O approving HECO's request to expend funds for a revised EOTP using a 46 kV system, but stating that the
issue of recovery of the EQTP costs would be determined in a subsequent rate case, after the project is installed and
in servica.
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Subject to obtaining other construction permits, HECO plans o construct the revised project, none of which is in
conservation district lands, in two phases. The first phase is currently projected to be completed in 2010 and the
projected completion date of the second phase is being evaluated.

As of December 31, 2007, the accumulated costs recorded for the EOTP amounted to $33 million, including
(i) $12 million of planning and permitting costs incurred prior to 2003, (ii) $6 million of planning and permitting costs
incurred after 2002 and (jii) $15 milfion for AFUDC. Management believes no adjustment to project costs is required as
of December 31, 2007, However, if it becames probable that the PUC will disallow some or all of the incurred costs for
rate-making purposes, HECO may be required to write off a material portion or all of the project costs incurred in its
efforts to put the project into service whether or not it is completed.

Environmental requlation. HECC and its subsidiaries are subject to environmental laws and requlations that regulate
the operation of existing facilities, the construction and operation of new facilities and the proper cleanup and disposal
of hazardous waste and foxic substances.

HECQ, HELCO and MECO, like other utilities, periodically identify petroleum or other chemical releases into the
environment associated with current operations and report and taka action on these releases when and as required by
applicable iaw and regulations. Except as otherwise disclosed herein, the Company believes the costs of responding to
releases identified to date will not have a material adverse effect, individually or in the aggregate, on its consolidated
financial statements.

Additionally, current environmental laws may require HECO and its subsidiaries to investigate whether releases
from historical operations may have contributed to environmental impacts, and, where appropriate, respond to such
releases, aven if they wera not inconsistent with law or standard industrial practices prevailing at the time when they
occurred. Such releasss may involve area-wide impacts contribuled to by multiple potentially responsible parties.

Honolulu Harbor investigation. n 1995, the Department of Health of the State of Hawaii (DOH) issued letters
indicating that it had identified a number of parties, including HECO, who appeared to be potentially responsible for
historical subsurface petroleum contamination and/or operated their facilities upon petroleum-contaminated land at or
near Honotulu Harbor in the Iwilsi district of Honolulu. Certain of the identitied parties formed a work group to
determine the nature and extent of any contamination and appropriate response actions, as well as to identify
additional potentially responsible parties (PRPs). The U.S. Environmantal Protection Agency (EPA) became involved in
the investigation in June 2000. Later in 2000, the DOH issued notices to additional PRPs. The parties in the work
group and soma of the new PRPs (collectively, the Participating Partlas) entered into a joint defense agreemant and
signed a voluntary response agreement with the DOH. Ths Participating Parties agreed 1o fund invesligative and
remediation wark using an interim cost allocation method (subject to a final aflocation) and have organized a limited
liability company to perform the work.

In 2001, management developed and expensed a preliminary estimate of HECO’s share of costs for continuing
investigative work, remedial activities and monitoring at the Iwilet Unit of $1.1 million. Since 2001, subsurface
investigation and assessment have been conducted and several preliminary oil removal tasks have been performed at
the Iwilei Unit in accordance with notices of interest issued by the EPA and the DOH.

In 2003, HECO and other Participating Parties with active operations in the lwilei area investigated their operations
to evaluate whether thair facilities were active sources of petroleum contamination in the area. HECO’s investigation
concluded that its facilities were not then releasing petroleum. Routine maintenance and Inspections of HECO facilities
sinca then confirm that they ars not currently releasing petroleum.

During 2006 and the beginning of 2007, the PRPs developed analyses of various remedial altematives for two of
the four remedial subunits of the Iwilei Unit. The DOH will use the analyses to make a final determination of which
remedial altematives the PRPs will be required to implement. The DOH is scheduled to complete the final remediation
determinations for all remedial subunits of the Iwilei Unit by the end of the first quarter of 2008. HECO management
developed an estimate of HECO's share of the costs associated with implementing the PRP recommended remadial
approaches for the two subunits covered by the analyses of $1.2 million, which was expensed in 2006. Subsequentiy,
based on the estimated costs for the remaining twe subunits, as well as updated estimates for total remediation costs,
HECO management expensed an additional $0.6 million in the third quarter of 2007.

As of December 31, 2007, the remaining accrual (amounts expensed less amounts expended) related to the
Honolulu Harbor investigation was $1.8 million. Because (1) the full scope of additional investigative work, remedial
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activities and monitoring remain to be determined, (2) the final cost allocation method amang the PRPs has not yet
been established and (3) management cannot estimate the costs to be incurred (if any) for the sites other than the
Iwilei Unit (such as its Honolutu power plant, which is focated in the “Downtown” unit of the Honolulu Harbor site), the
cost estimate may be subject 1o significant change and additional material investigative and remedial costs may be
incurred.

Regional Haze Rule amendments. n June 2005, the EPA finalized amendments to the July 1999 Ragional Haze
Rule that require emission controls known as best available retrofit technology (BART) for industrial facilities emitting
air pollutants that reduce visibility in National Parks by causing or coniributing to regional haze. States were to adopt
BART implementation plans and schedules in accordance with the amended regional haze rule by December 2007.
Afier Hawaii adopts its plan, which it has not done to date, HECO, HELCO and MECO will evaluate the plan's impacts,
_if any. If any of the utilities' generating units are ultimately required to install post-combustion control technologies to
meet BART emission limits, the resutting capital and operation and maintenance costs could be significant.

Clean Water Act. Section 316(b) of the federal Clean Water Act requires that the EPA ensure that existing power
plant cooling water intake structures reflact the best technology available for minimizing adverse environmental
impacts. Effective Sepiember 9, 2004, the EPA issued a rule, which established location and technology-based design,
construction and capacity standards for existing cooling water intake structures. These standards applied to HECO's
Kahe, Waiau and Honolulu generating stations, unless the utility could demonstrate that at each facility implementation
of these standards would resull in costs either significantly higher than projected costs the EPA considered in
establishing the standards for the facility {(cost-cost test) or significantly greater than the benefits of meeting the
standards (cost-benefit test). In either case, the EPA would then make a case-by-case determination of an appropriale
performance standard. The regutation also would have allowed rastoration of aquatic organism populations in lieu of
meeting the standards. The rule required covered facilities to demonstrate compliance by March 2008. HECO had
retained a consultant that was developing a cost effective compliance strategy and a preliminary assessment of
technologies and operational measures under the rule.

On January 25, 2007, the U.S. Circuit Court for the Second Circuit issued a decision in Riverkeeper, Inc. v. EPA
that remanded for further consideration and proceedings significant portions of the ruie and found other portions of the
rule to be impemissible. in particular, the court determined that restoratlon and the cost-benefit test provisions of the
rule wera impermissible under the Clean Water Act. It also remanded the best technology available determination to
permit the EPA 1o provide a reasoned explanation for its decision or a new determination. It remanded the cost-cost
test for the EPA’s further consideration based on the best technology available determination and to afford adequata
notice. Although the EPA has decided not to request the U.S. Supreme Court to review the Court of Appeal's decision,
several uiiiities have sought Supreme Court review. if the Court of Appeal's decision stands, the ruling reducss the
compliance options avaitable to HECO. In addition, the EPA has not issued a scheduls for rulemaking, which would be
necessary to comply with the Court's decision. On July 9, 2007, the EPA formally suspended the rule. in the
suspension announcemeant, the EPA provided guidance to federal and state permit writers that they should use their
“best professional judgment” in determining permit conditions regarding cooling water intake requirements at existing
power plants. Currently, this guidance does not affect the HECO facifities subject to the cooling water intake
requiremants because none of the facililiss ara subject to pemmit renewal until mid-2009. Due to the uncerainties
raised by the Court's decision as well as the need for further rulemaking by the EPA, management is unable to predict

which compliance options, some of which could entail significant capitai expenditures to implement, will be applicable
to its facilities.

Collective bargaining agreements. As of December 31, 2007, approximately 58% of the Company's employees are
members of the International Bratherhood of Electrical Workers, AFL-CIO, Local 1260, Unit 8, which is the only unlen
representing employees of the Company. Four-year collective bargaining and benefit agreemants with the unicn
covered a term from November 1, 2003 ta October 31, 2007 and have been extended to March 3, 2008. Thesa
collective bargaining agreements provided for non-compoundsd wage increases (3% on November 1, 2003; 1.5% on
November 1, 2004, May 1, 2005, November 1, 2005 and May 1, 2008; and 3% on November 1, 2006). Negotiations for
new agreements began in the third quarter of 2007 and are continuing. '
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Limited insurance. HECO and its subsidiaries purchase insurance coverages to protect themselves against loss of or
damage to their properties and against claims made by third-parties and employees. However, the protection provided
by such insurance is limited in significant respects and, in some instances, there is no coverage. HECQ, HELCO and
MECQ's overhead and underground transmission and distribution systems (with the exception of substation buildings
and contents) have a replacement value roughly estimated at $4 billion and are uninsured. Similarly, HECO, HELCO
and MECO have no business interruption insurance. If a hutticane or other uninsured catastrophic natural disaster
were to gceur, and it the PUC were not to allow the utilities to recover from ratepayers restoration costs and revenues
lost from business interruption, their results of operations and financial condition could be materially adversely
impacted. Also, certain insurance has substantial *deductibles’, limils on the maximum amounts that may be recovered
and exclusions or limitations of coverage for claims related to certain perils. If a series of losses occurred, such as from
a series of lawsuits in the ordinary course of business, each of which were subject to the deductible amount, or if the
maximum limit of the available insurance were substantially exceeded, HECO, HELCO and MECO could incur losses
in amounts that would have a material adverse effect on its results of operations and financial condition.

12. Regulatory restrictions on distributions to parent

As of December 31, 2007, net assets (assets less liabilities and preferred stock) of approximately $495 miflion
were not available for transfer to HE! in the form of dividends, loans or advances without regulatory approval,

13. Related-party transactions

HEI charged HECO and its subsidiarias $3.4 million, $3.4 million and $3.3 million for general management and
administrative services in 2007, 2006 and 2005, respectively. The amounts charged by HE! to its subsidiaries are
allocated primarily on the basis of actual labor hours expended in providing such services.

HECO's borrowings irom HEI fluctuate during the year, and totaled nil at Decamber 31, 2007 and 2006. The
intarest charged on shor-term borrowings from HEI is based on the rate HE! pays on its commercial paper borrowings,
provided HEI's commerclal paper rating is equal lo or better than HECO's rating. If HEI's commercial paper rating falls
below HECO's, ar if HEI has no commercial paper borrowings, interest is based on HECO's short-term external
borrowing rate, or quoted rates from the Wall Strest Journal for 30-day dealer-placed commercial paper.

Interest charged by HEI to HECO totaled nil, nil and $0.4 million in 2007, 2006 and 2005, respectively.

14. Significant group concentrations of credit risk

HECQ and its utility subsidiaries are regulated operating electric public utilities engaged in the generation,
purchase, transmission, distribution and sale of electricity on the islands of Oahu, Hawaii, Maui, Lanai and Molokai in
the State of Hawali, HECO and its utility subsidiaries provide the only electric public utility service on the islands they
serve. HECO and its utility subsidiaries grant credit to customers, all of whom reside or conduct business in the State
of Hawaii.

15. Fair value of financial instruments

Fair value estimates are based on the price that would be received to sell an asset, or paid upon the transfer of a
liability, in an orderty transaction between market participants at the measurement date. The fair value estimates are
generally determined based on assumptions that market participants would use in pricing the asset or llabifity and are
based on market data obtained from independent sources. However, in ceriain cases, the Company uses its own
assumptions about market participant assumptions developed on the best information avaifable in the circumstances.
These valuations are estimates at a specific point in time, based on relevant market information, information about the
financial instrument and judgments regarding future expected loss experience, economic conditions, risk
characteristics of various financial instruments and other factors. These estimates do not refiect any pramium or
discount that could result if the Company were to sell its entire holdings of a particular financial instrument at one time.
Becausa no market exists for a partion of the Company’s financial instruments, fair value estimatss cannot be
determined with precision. Changes in the underlying assumptions used, including discount rates and estimates of
future cash fiows, could significantly affect the estimates. Fair value estimates are provided for certain financial
instrumants without attempting to estimats the value of anticipated future businass and the value of assets and
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liabilities that are not considered financial instruments. In addition, the tax ramifications related to the realization of the
unreaiized gains and losses could have a significant effect on fair value estimates and have not been considerad.

The Company used the following methods and assumptions to estimate the fair value of each applicable class of
financial instrumenis for which it is practicable to estimate that value:

Cash and equivalents and short-term borrowings
The carrying amount approximated fair value because of the short maturity of these instruments.

Long-term deht

Fair value was obtained from a third party financial services provider based on the current rates offered for debt of
the same or similar remaining maturities.
Off-balance sheet financial Insiruments

The fair values of off-balance sheet financial instruments were estimated based on quoted market prices of
comparable instruments.

The estimated fair values of the financial instruments held or issued by the Company were as follows:

December 31 2007 2006
Estimated Estimated
Carrying fair Carrying tair
(in thousands) Amount value amount valug
Financial assets:;
Cash and equivalents $ 4678 $ 4678 § 3859 § 3859
Financial labilities:
Short-term borrowings from nonaffiliates 28,791 28,7H 113,107 113,107
Long-term debt, net, including amounts
due within one year 885,098 904,092 766,185 800,975

Off-balance sheet item:
HECQ-obligated preterred securitles of trust
subsidiary 50,000 46,200 50,000 50,800

16. Sale of non-electric utility property

In August 2007, HECO sold land and a building that executives and management had been using as a recrsational

facility. The sale of the non-electric utitity property resulted in an after-tax gain in the third quarter of 2007 of
approximately $2.9 million.
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17. Consolidated quarterly financial information (unaudited)

Selected quarterly consolidated financial information of the Company for 2007 and 2006 follows:

Year
Quarters ended ended
2007 March 31 June 30 Sept. 30 Dec. 31 Cec. 3
(in thousands)
Operating revenues (1 $446,797 $461249  $561,720 $597,192  $2,096,958
Operating income (112 19,503 21,222 20,736 38,814 100,275
Net)income for commen stock 453 10,650 12,875 28,178 52,156
{1(2M3)
Year
Quarters ended ended
2006 March 31 June 30 Sept. 30 Dec. 31 Dec. 31
(in thousands)
Operating revenues s $473,971 $503,350  $568,236 $504,855 $2,050,412
Operating income (2).5) 31,562 28,502 32,736 24,355 117,155
Nat income for commaon stock (4)s) 20,988 17,286 23,666 13,007 74,947

Note:  HEl owns afl of HECO's comman stock, therafore per share data is not meaningful.

{1 For 2007, amounts include interim rate relief for HECO {2005 test year; 2007 test year since October 22, 2007), HELCO {2006
test year since April 5, 2007) and MECO (2007 test year since Decembar 21, 2007).

) The third quarter of 2007 inciudes & $9 million, net of tax benefits, reserve accrued for the potential refund (with interest) of a
portion of HECO's 2005 test year interim rate increase.

{3 The first quarter of 2007 includes a $7 million, net of tax benefits, write-off of plant in service costs at HELCO as pant of a
’ seitlement in HELCO's 2006 test year rate case.

(4) The fourth quarter of 2006 includes an adjustment for quarterly rate schedule tariff reconciliation that relates to prior quarters.

(5) For 2006, amounts include interim rate relief for HECO (2005 test year).

35



PUC-IR-191

DOCKET NO. 2008-0083
ATTACHMENT I
PAGE 37 OF 41

Explanation of Reclassifications and Eiiminations on Consolidating Schedules
Hawailan Eleciric Company, Inc. and Subsidiaries as of and for the year ended December 31, 2007

(11 Efiminations of intercompany receivables and payables and other intercompany transactions.

[2]  Elimination of investment in subsidiaries, carried at equity.

[3] Reclassification of preferred stock dividends of Hawaii Electric Light Company, Inc. and Maui Electric
Company, Limited for financial statement presentation.
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Consolidating Schedule - Income {Loss) Information
Hawaitan Electric Company, In¢. and Subsidiaries

Year ended December 31, 2007

Reclassi-
fications
and
Elimina- HECO
(in thousands) HECO HELCO MECO BHI UBC tions Consolidated
Operating revenues $1,385137 361,411 350,410 - - - $2,096,958
Operating expenses .
Fuel oil 525,555 74,965 173,599 . - - 774,119
Purchased power 368,766 134,919 33,275 - - - 536,960
Olher operation 148,857 32,960 32,230 - - - 214,047
Maintenance 62,208 20,700 22,835 - - - 105,743
Depreciation 78,972 30,094 28,015 - - - 137,081
Taxes, other than income taxes 129,015 33,274 32,318 - - - 194,607
Income laxss 17,648 9534 65,944 - - - 34,126
1,331,021 336446 329,216 - - - 1,996,683
Operating income 54116 24,985 21,194 - - - 100,275
Other income
Allowanca for equity funds used
during construction 4,404 461 354 - - 5219
Equity in eamings of subsidiaries 19,907 - - - (19,907 (2] -
Cther, net 7.927 (6,299) 349 {83) (47) {2,474} {1] (627)
32238 (5,838) 703 {83) (47) ___ [22,381) 4582
Incoma befors interest and
other charges 86,354 19127 21,897 {83) (47} (22,381) 104,867
Interest and other charges
Interest on long-lerm debt 29,310 7,625 4,029 - - - 45,964
Amontizailon of net bond pramium
and expense 1,539 419 482 - - - 2,440
Other interast charges 4,415 2,531 age - - (2,474) [1] 4,354
Allowanca for borrowed funds used
during construction (2,146) {234) (172) - - - {2,552)
Preferred stock dividends of subsidiaries - - - - - Nns [ 915
33,118 10,341 973 - -~ {1,559) 51,631
Income before preferred stock
dividends of HECO 53,236 8,786 12,166 (83) (4N (20,822) 53,236
Pseferred stock dividends of HECO 1,080 534 ant - - {815) [3] 1,080
Net income for common stock $ 52,156 8,252 11,785 {83) (477 (19,907) $ 52,156
Consolidating Schedule - Retained Earnings Information
Hawallan Electric Company, Inc. and Subsldiarles
Year ended December 31, 2007
Reclassi-
fications
and
Elimina- HECC
{in thousands}) HECO HELCO MECQ RHI UBC tiong Consolidated
Retained aamings, beginning of period $700,252 92,038 111,536 {516) - {203,858) [3) $700,252
Net income for common stock 52,158 8,252 11,785 (83) 47) {19,907 2] 52,156
Adjustment to initially apply FIN 48 (620) (44) (33) - - 7712 {620)
Comman stock dividends (27,084) - (9,900). - - 9900 [ (27,084)
Retalned eamings, end of pericd $724,704 101,044 113,388 (599) (d47) {213,786) §724,704

Ses accompanying “Report of Independent Registered Public Accounting Firm.”
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Consolidating Schedule - Balance Sheet Information
Hawailan Electric Company, Inc. and Subsidiaries
December 31, 2007
Reclassi-
fications
and
Eiimina- HECO
{in thousands} HECO HELCO MECO RHI UBGC tions Consolidated
Assats
Utlity plant, at cost
(and $ 28,833 4,982 4,346 - - - $ 38161
Plant and equipment 2504389 830237 796,600 - - - 4,131,226
Less accumulated depreciation (088,732) {324,517)  (333,864) - - - (1,647,113)
Plant acquisition adjusiment, nat - - 4 - - - 4
Construction in progress 114,227 28 262 10,600 - - - 151,179
Net utitity plant 1,668,717 536,964 477,813 - - - 2,673,494
Investment in wholly owned subsidiaries,
al equily 410,811 - - - - (410,811} (2]
Current assets
Cash and equivalents 203 3,069 ™3 198 435 - 4678
Advances to affiliates 36,600 - 2,000 - - (38,600 [1] -
Customer accounts receivable, net 98,129 26,554 21,429 - - - 146,112
Accrued unbilled ravenues, net 82,550 18,795 14,929 - - - 114,274
Other accounts recalvable, net 6,857 2,481 3,025 - - {5,248} {1] 8915
Fuet oil stock, at average cost 57,289 12,494 22,088 - - - 51,871
Materlals & supplies, at average cost 15723 4,404 14,131 - - - 34,258
Prepayments and othet 8,946 1,239 1,305 - - - 9,490
Total current assets 304,097 67,038 79,680 198 435 (43,848) 407 558
Other long-term assels
Regulatory assets 209,034 40,663 35,293 - - - 284 990
Unamontized debt expense 10,555 2458 2,622 - - - 15,635
Other - 30,449 5 671 6,051 ~ - -- 42,171
Total other long-term assels 250,038 48792 43,968 - - 32796

§2623763 652792 601458 188 A3 (475 $3,423888

Capitalization and fiabilities

Capitalization
Common stock equity $ 1,110,462 201820 208,521 182 88 (410911) [2) § 1,110,462
Cumulative preferred stotk-not
subject to mandatory redemption 22,293 7,000 5,000 - - - 34,293
Long-term debt, net 567,657 145 811 171,631 - - - 885 098
Total capitalization 1700412 354631 385,152 182 3|88 (410941) 2028854
Current llabilities
Short-{arm borrewings-nonaffillates 28,71 - - - - - 287191
Short-term borrowings-affiliate 2,000 36,600 - - - (38,600) 11} -
Accounts payable 97,699 21,810 18,388 - - - 137,895
Interest and prefarred dividends payable 9774 2,370 2,738 - - {183) [1) 14,719
Taxes accrued 119,032 35,380 35,225 - - - 189,637
Othar 41,792 9,835 11,194 1§ 47 {5,085) (1] 57,799
Total currant liabilitles 299,088 105,985 67,543 18 47 {43,848) 428,841
Deferred credits and other fabilitles
Deferred income laxes 130,573 17,79 13,749 - - - 162,113
Regulatory #abilities 180,725 46,460 34421 - - - 261,606
Unamortized lax credits 32,6684 12,941 12,814 - - - 58,418
Other 103,878 51,972 27400 - - - 183,318
Total deferred credils and other habfitias 447838 129,184 88,454 - - - 665,458
Contributions in aid of construction 176,426 63,002 60,310 - - - 299,737
$2623,763 652792 601459 198 435 {454,759) $3,423,988

See accompanying "Report of Independent Registered Public Accounting Firm.”
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Consolidating Schedule — Changes [n Common Stock Equity Information
Hawaitan Electrlc Company, Inc. and Subsidiarles
Reclassi-
fications
and HECO
elimina- consali-
(in thousands) HECO HELCO MECO AW UBC tions dated
Balance, December 31, 2006 958,203 175,009 152231 265 ~ {367,555) 858,203
Comprehensive income: .
Net income {loss) 52,156 8252 11,785 (B3 {47} (19.907) 52,156
Retirement benefit plans:
Net gains arising during the period, net of
taxes of §$9,861 15,484 1262 1,773 - - {3,035) 15,484

Less: amortization of transition abfigatian,

prior service credit and net losses

secognized during the period in net periodic

benefit cost, net of tax bhensfits of §5.001 7,854 1,104 903 - - {2,007 7,854
Less: reclassification adjustment for impact

of D&0s of the PUC included in reguiatory

asset, net of taxes of $11,007 (17,282)  (2,069) (1,733) -~ 3,802 (17,282)
Comprehensive incoma {loss) 58,212 8,549 12728 (83) (47 (21,147 58,212

Adjustment to initially apply a PUC interim D&O
related fo defined benefit retirement plans, net

of taxes of $77,546 121,751 18,205 13,508 - - (31,71 121,751
Adjustment to initlally apply FIN 48 (620) (33) (44) - - 77 (620)
Common stock dividends {27,084) -~ (9,900 - - 9,900 (27,084}
Issuance of common stock - - - - 435 (435) -
Balance, December 31, 2007 $1,110,462 201,820 208,521 182 388 (4109110  $1,110.462

See accompanying “Report of Independent Registered Public Accounting Firm.”
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Hawaiian Electric Company, Inc. and Subslidlaries

Year ended December 31, 2007

Elimination
addition ta
{deduction
{rom) cash HECO
(in thousands} HECO HELED MECO RH! UBC llows Consalidated
Cash flows from operating activities:
Income before preferred stock
dlvidends ol HECO $ 53236 8788 12,166 (83) (47)  (20822) [2) § 53,236
Adjustments to reconcila tngome before prefarred
slock dividends of RECO to net cash provided by
operating activilies:
Equity in earmings (20,008) - - - 19907 2] (101}
Common slock dividends received
from subsldlaries 10,001 - - (9.900) (2] 101
Depreciation of progesty,
plant and equipment 78,972 30,084 28,015 - - 137,081
Other amortization 3892 375 3863 - - 8,230
Writedown of utility plant - - 11701 - - - 11,701
Deferred income laxes {18,748} (6,280) (6,860} - - (31,888)
Tax crexdits, net 1,070 288 634 - - 1992
Allowance for equity funds used
during construction {4,404) (481} (354) - {5.219)
Changes in assels and liabilities:
Increase in accounts recetvable (19,664) (3.710) (4,297) - 4591 1] {23,080)
Increase in accrued (18.315) {2,358) {1,406) - - (22,079
unbiifed ravenues
Increass in fuel il stock (16,809} (2,733) {8,217) - - (27.559)
Decrease {increase) in materials and supplles {1,764) 488 {2,442) - - - {3718)
Dectease (increase) in regulatory assets 2,252 (559) (3,661) - (1.968)
increase (decrease) In aceounts payable 36,027 (762) 118 - - 35,383
Incraase in taxes accrued 22,186 8,399 8,870 - - - 37,455
Changes in other assets and llabilities 11,488 7.100 2,061 8 47 {4591)  [2) 16,108
et cash provided by {used in)
operating activilies 119,609 50,368 26,590 (77 - {10,815 185,675
Cash flows from Investing activities:
Capital expenditures (129,045) (52,554)  (28,222) - - - (209,821)
Contributlons in aid of construction 10,834 4952 3,225 - - - 19,011
Advances from (to} alfiiatas 17,800 - (2,000) - (158000 (1) -
Proceeds from sales of assels 5,440 - - - - 5,440
Investment In consolidated subsidiary {435) - - - - 435 12 -
Net cash used In investing activitles (95,408) (47.602) (26,997 - {15,365} {185370)
Cash flows from financing activities:
Common stock dividends {27,084 - {9,800) - -~ 9900 (3 {27.084)
Preferred stock dividends (1,080 {534) (381) - - s (2] {1,080)
Proceeds from issuance of long-term debl 147,583 22,625 72320 - - - 242,538
Repayment of long term debt (62,280) (8.020)  (55,700) - - - {126,000)
Proceeds from issuance of common stock - - - ~ 435 (438 2 -
Nat decrease in shor-term barrowings
from nonaffifiates and affiliate with original
maturities of three months or less (82,3186) {12,800) (5,000) - 15800 [1] (84,318)
Cther ‘ (1,181) {1,706) (677) - - - (354}
Net cash provided by (used in}
financing activities {26,328) {435} 662 - 435 26,180 514
Net increase in cash and equivalents (2,125) 2,331 255 ™ 435 - 819
Cash and equivalents, beginning of year 2,328 738 518 275 - - 3,859
Cash and squivalenty, end of year § 203 3,068 773 138 435 — $ 4678

See accompanying “Feport of Independent Registered Public Accounting Firm.”
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Hawaiian Electric Company, Inc.
and Subsidiaries

Consolidated Financial Statements as
of Decembaer 31, 2008 and 2007 and for
the years ended December 31, 2008,
2007 and 2006 and Consolidating
Schedules as of and for the year ended
December 31, 2008

{With Report of Independent Registered Public Accounting Firm Thereon

and Annual Report of Managemient on Intemal Control Over Financlal Reporting
and Report of Independent Registered Publlc Accounting Flrm on Internal
Control Over Financetal Reporiing)
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Annual Report of Management on internal Control Over Financial Reporting

The Board of Directors and Shareholder
Hawailan Electric Company, Inc.:

Management is responsible for establishing and maintaining adequate internal control over financial reporting, as
such term is defined in Rule 13a-15(f) promulgated under the Securities Exchange Act of 1934, as amended. The
Company's internal conirol system was designed to provide reascnable assurance to management and the Board of
Directors regarding the preparation and fair presentation of its consolidated financial statsmants.

All internal control systems, no matter how well designed, have inherent limitations. Therefore, even those systems
determined to be effeclive can provide only reasonable assurance with respect to financial statement preparation and
presentation.

Management conducted an evaluation of the effectiveness of the Company's internai control over financial
reporting as of December 31, 2008 based on the framework in Internat Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission. Based on this evaluation, management has
concluded that the Company's internal control over financial reporting was eifactive as of Dacember 31, 2008,

KPMG LLP, an independant registered public accounting firm, has issued an audit report on the Company's
internal control over financial reporting as of December 31, 2008. This report appears on page 2.

/s/ Richard M. Rosenblum /s/ Tayne S. Y. Sekimura /s/ Patsy H. Nanbu
Richard M. Rosenblum Tayne S. Y. Sekimura Patsy H. Nanbu
President and Senior Vica Prasident, Controlier and

Chief Executive Officer Finance & Administration Chief Accounting Officer

and Chief Financial Officer

February 20, 2009



PUC-IR-191

DOCKET NO. 2008-0083
' ATTACHMENT 2

PAGE 3 OF 45

KPMG LLP
PO Box 4150
Heonoluhy, HI 95812-4150

Report of Independent Registered Public Accounting Firm on internal Gontroi Over Financial Reporting

Tﬁe Board of Directors and Shareholder
Hawaiian Electric Company, Inc.:

We have audited Hawailan Electric Company, Inc.'s internal control aver financial reporting as of December 31, 2008, based
on criteria established in Internal Control—Integrated Framework issued by the Gommittee of Spensering Organizations of the
Treadway Commission (COSO). Hawaiian Electric Company, Inc.'s management is responsible for maintaining effective intemal
control over financial reporting and for its assessment of the effectiveness of internal control over financial reporting, included in
the accompanying annual report of management on intemal controi aver financial reporting. Qur responsibility is to express an
opinion on the Company's internal control over financial reporting based on our audit.

We conductad our audit in accordance with the standards of the Public Company Accounting Oversight Board {United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether effective
internal control over financial reporting was maintained in alt material respects. Our audit included obtaining an understanding of
internal controf over financial reporting, assessing the risk that a material weakness exists, and testing and evalvating the design
and operating effectiveness of internal control based on the assessed risk. Our audit also included performing such other
procedures as we considered necessary in the circumstances. Wae belleve that our audit provides a reascnable basis for our
opinion,

A company's internal controf over financial reporting is a process designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financia statements for extemal purposes in accordance with generaily
accepted accounting principles. A company's internal control over financlal reporting includes those policies and procedures that
(1) pertain to the maintenance of records that, in reasonable detail, accuratety and fairly reflect the transactions and dispositions
of the asssls of the company, (2) provide reascnable assurance that transactions are recorded as necessary to permit
preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the company are belng made only in accordance with authorizations of management and directors of the
company; and (3} provide reasonable assurance regarding prevention or imely detection of unauthorized acquisition, use, or
disposition of the company’s assets thai could have a material effect on the financial statemants.

Because of its inherent limitafions, intemal controi over financial reporting may not prevent or detect misstatements, Also,
projections of any evaluation of effactiveness to future periods are subject to the risk that controls may become inadequate
because of changes in conditions, or that the degres of compliance with the policies or procedures may deteriorate.

In our opinion, Hawaiian Electric Company, inc. maintained, In all material respects, effective internal control over financial
reporting as of December 31, 2008, based on criteria established in Intemal Confrol—Integrated Framework issued by the COSO.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board (United States),
the consolidated balance sheets and statements of capitalization of Hawaiian Electric Company, Inc. and subsidiarias as of
Decemnber 31, 2008 and 2007, and the related consolidated statements of income, retained eamings, changes in common stock
equity, and cash flows for each of the years in the three-year pericd ended December 31, 2008, and our report dated
February 20, 2009 expressed an unqualified opinion on those consolidated financial statemanis,

KPMes UP

Honolulu, Hawaii
February 20, 2009

2

KFMG LLP, a L1.8. limied Kahifity parirership, is the U.5.
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KPMG LLP
PO Box 4150
Honaluly, HI 96812-4150

Report of Independent Registered Public Accounting Firm

The Board of Directors and Shareholder
Hawaiian Electric Company, Inc.:

We have audiled the accompanying consolidated balance sheets and consolidated statements of capitalization of
Hawaiian Electric Company, Inc. and subsidiaries as of December 31, 2008 and 2007, and the related consofidated
statements of income, retained earnings, changes in common stock equity, and cash flows for each of the years in the
three-year period ended December 31, 2008. These consolidated financial statements are the responsibility of the

Company's management. Our responsibility is to express an opinion on these consolidated financial statements based
on our audits.

We canducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstaterment. An audit inctudes examining, on a lest basis,
evidence supporting the amounts and disclosures in the financiaf statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis for our opinion,

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of Hawailan Electric Company, Inc. and subsidiaries as of December 31, 2008 and 2007, and the
results of their operations and their cash flows for each of the years in the three-year peried ended December 31,
2008, in conformity with U.S. generally accepted accounting principles.

As discussed in Notes 1 and 7 to the consolidated financial statements, the Company adopted the provisions of
FASB Interpretation No, 48 Accounting for Uncertainty in Income Taxes, as of January 1, 2007,

Our audits were made for the purpose of forming an opinion on the consolidated financial statements taken as a
whole. The consolidating information is presented for purposes of additional analysis of the consolidated statements
rather than to present the financial position, results of operations and cash flows of the individuat companies. The
consolidating information has been subjected to the auditing procedures applied in the audits of the consolidated
financial statements and, in our opinion, is fairly stated in all material respects in relation to the consolidated financial
statements taken as a whole.

We also have audiled, in accordance with ihe standards of the Public Company Accounting Oversight Board
(United States), Hawaiian Electric Company, Inc.'s internal control over financial reporting as of December 31, 2008,
based on criteria established in Internal Control—Integrated Framework issued by the Committee of Spansoring
Organizations of the Treadway Commission (COSQ), and our report dated February 20, 2009 expressed an
ungualified opinion on the effectiveness of the Company's internal control over financial reporting.

KPMe LP

Honolulu, Hawaii
February 20, 2009

3

KPMG LLP, 3 U.§. limited Eabitilty perirership, ia the L5,
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Consolidated Financial Statements
Consolidated Statements of Income
Hawaiian Electric Company, Inc. and Subsidiaries
Years ended December 31 2008 2007 2008
{in thousands} .
Operating revenues $2,853,639 $2,096958 $2,050,412
Operating expenses
Fuel ail 1,229,193 774,119 781,740
Purchased power 689,828 536,960 506,893
Other operation 243,249 214,047 186,449
Maintenance 101,624 105,743 80,217
Deprecialion 141678 137,081 130,164
Taxes, other than income taxes 261,823 194,607 190,413
Income taxes 56,307 34,126 47 381
2,723,702 1,996683 1,933,257
Operating income 128,937 100,275 117,155
Other income
Allowance for equity funds used during construction 9,390 5,219 6,348
Other, net 5,659 (627) 3,123
15,049 4,592 9,471
Income before interest and other charges 144,986 104,867 126,626
Interest and other charges
Interest on long-term debt 47,302 45,964 43,109
Amortization of net bond premium and expsnss 2,530 2,440 2,198
Other interest charges 4,925 4,864 7,256
Aliowance for borrowed funds used during construction (3,741) {2,552) (2,879)
Praferred stock dividends of subsidiaries 915 915 915
51,831 51,631 50,599
Income hefore preferred stock dividends of HECO 93,055 53,236 76,027
Praferred stock dividends of HECO 1,080 1,080 1,080
Net Income for common stock $ 81975 § 52,156 § 74,947
Consolidated Statements of Retained Eamnings
Hawaiian Electric Company, Inc. and Subsidlaries
Years ended December 31 2008 2007 2006
{in thousands) :
Retalned earnings, January 1 $724704  $700,252 $654,686
Net income for common stock 91,975 52,156 74,947
Adjustment to initially apply FIN 48 - (620) -
Common stock dividends (14,089)  (27.084) (29,381)
Retained eamings, December 31 $802,590 $724,704 $700,252

See accompanying “Notes to Consolidated Financial Statements.”
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Consolidated Balance Sheets
Hawaiian Electric Company, Inc. and Subsidlaries
December 31 2008 2007
{in thousands}
Assets
Utility plant, at cost
Land § 42541 % 38,181
Plant and equipment 4,277,499 4,131,226
Less accumulated depreciation {1,741,453) (1,847,113)
Plani acquisition adjustment, net - 41
Canstruction in progress 266,628 151,179
Net utility plant 2845215 0,673,494
Current assets
Cash and equivalents 5,90t 4,678
Customer accounts receivable, net 166,422 146,112
Accrued unbilled revenues, net 108,544 114,274
Cther accounts receivable, net 7,918 6,915
Fuel oil stock, at average cost 7.7115 91,871
Materials and supplies, at average cost 34,532 34,258
Prepayments and other 12 626 9,490
Total current assets 412,658 407,598
Other long-term assets
Regulatory assals 530,619 284,990
Linamortized debt expense 14,503 15,635
Other 53,114 42,171
Tolal other long-term assets 598,236 342,796
$3,856,109 $3,423,888
Capitalization and liabilities
Capitallzation {ses Consolidated Statements of Capitafization}
Common stock equity $ 1,188,842 § 1,110462
Cumulative praferred stock, not subject to mandatory redemption 34,293 34,283
Long-term dabt, net 904 501 885,089
Total capitalization 2,127,636 2,029,854
Current liabilities
Short-tarm barowings-nonaffillates - 28,791
Short-tarm borrowings-affiliate 41,550 ~
Accaunts payable 122,994 137,895
interest and preferred dividends payable 15,397 14,719
Taxes accrued 220,046 189,637
Cther 55,268 57,735
Total current liabilities 485,255 428 841
Deferred crodits and other labilities
Deterrad income taxes 166,310 162,113
Regulatory liabilities 288,602 261,606
Unamortized tax credils 58,796 58,419
Retirement benetits liability 392 845 129,288
Other ) 54,949 54,030
Total deferred credils and other liabillties 961,502 665,456
Contributions in aid of construction 1,716 299,737
$3,856,100  $3,423,888

Ses accompanying "Notes to Consolidated Financial Statements.”
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Cansolidated Statements of Capitalization
Hawaiian Electric Company, Inc. and Subsidiaries
December 31 2008 2007 2006

{dolfars in thousands, except par value)

Common stock equity

Common stock of $6 2/3 par value
Authorized; 50,000,000 shares. Qutstanding:
2008, 2007 and 20086, 12,805,843 shares

$ 85387 $ 85387 § 85387

Premium on capital stock 289214 299214 299,214
Retained earnings 802,590 724,704 700,252
Accumulated other comprehensive income (loss), net of income tax
benetits:
Retirement benefit plans 1,651 1,157 (126,650)
Common stock equity 1,188,842 1,110,462 858,203
Cumulative preferred stock
not subject to mandatory redemption
Authorized: 5,000,000 shares of $20 par value
and 7,000,000 shares of $100 par valus.
QOutstanding: 2008 and 2007, 1,234,657 shares.
Shares
Qutstanding
Par December 31,
Series Value 2008 and 2007 2008 2007
{dollars In thousands, except par value and
shares outstanding)
C41/4% $ 20 (HECO) 150,000 3,000 3,000
D-5% 20 (HECO) 50,000 1,000 1,000
E-5% 20 (HECO) 150,000 3,000 3,000
H-5 1/4% 20 (HECO) 250,000 5,000 5,000
1-5% 20 (HECOQ) 89,657 1,793 1,793
J-4 3/4% 20  (HECO) 250,000 5,000 5,000
K-4.65% 20 (HECO) 175,000 3,500 3,500
G-75/8% 100  (HELCO) 70,000 7,000 7,000
H-75/8% 100 (MECQ) 50,000 5,000 5,000
1,234,657 § 34,293 $ 34,293

See accompanying “Notes to Consclidated Financial Statements.”

{continued)
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Consolidated Statements of Capitalization, continued
Hawaiian Electric Company, [n¢. and Subsidiaries
December 31 2008 2007
{in thoysands)
Long-term debt
Obligations to the State of Hawaii for the repayment
of Special Purposa Revenue Bonds:
HECO, 4.60%, refunding series 20078, due 2026 $ 62,000 § 62,000
HELCO, 4.60%, refunding series 20078, due 2026 8,000 8,000
MECO, 4.60%, refunding series 20078, due 2026 §5,000 55,000
HECO, 4.65%, series 2007A, dus 2037 100,000 100,600
HELCO, 4.65%, series 2007A, due 2037 26,000 20,000
MECQ, 4.65%, series 2007A, dus 2037 20,006 20,000
HECD, 4.80%, refunding series 2005A, due 2025 40,000 40,000
HELCO, 4.80%, refunding series 2005A, due 2025 5,000 5,000
MECOQ, 4.80%, refunding serles 20054, due 2025 2,000 2.000
HECO, 5.00%, refunding series 20038, dus 2022 40,000 40,000
HELCO, 5.00%, refunding series 20038, dus 2022 12,000 12,000
HELCO, 4.75%, refunding series 20034, due 2020 14,000 14,000
HECQ, 5.10%, series 20024, due 2032 40,000 40,000
HECO, 5.70%, refunding series 2000, due 2020 48,000 48,000
MECQ, 5.70%, refunding serias 2000, dus 2020 20,000 20,000
HECO, 6.15%, refunding series 13990, dus 2020 16,000 16,000
HELCO, 6.15%, refunding series 1999D, due 2020 3,000 3.000
MECO, 6.15%, refunding serias 19990, dus 2020 1,000 1,000
HECQ, 6.20%, saries 1999C, due 2029 35,000 35,000
HECOQ, 5.75%, refunding series 13998, due 2018 30,000 30,000
HELCQ, 5.75%, refunding series 19998, due 2018 11,000 11,000
MECO, 5.75%, refunding serigs 19998, due 2018 9,000 9,000
HELCO, 5.50%, refunding series 19934, dua 2014 11,400 11,400
HECD, 4.95%, refunding series 19984, due 2012 42 580 42,580
HELCO, 4.95%, refunding series 1398A, due 2012 7.200 7,200
MECQ, 4.95%, refunding series 19984, due 2012 7,720 7,720
HECO, 5.65%, series 1997A, due 2027 50,000 50,000
HELCO, 5.65%, series 1997A, dus 2027 30,000 30,000
MECO, 5.65%, series 19974, dus 2027 20,000 20,000
HECO, 5.45%, serias 1993, due 2023 50,000 50,000
HELCO, 5.45%, series 1993, due 2023 20,000 20,000
MECO, 5.45%, series 1993, due 2023 30,000 30,000
857,900 857,900
Less funds on deposit with trustee 3,186 22,461
Total obligations to the State of Hawait 854,714 835,439
Cther long-term debt - unsecured:
6.50 %, series 2004, Junior suberdinated delerrable interest debentures, dus 2034 51546 51,548
Total long-term debt 906,260 886,985
Less unamortized discount 1,759 1,886
Long-term debt, net 904,501 685,089
Total capitalization $2,127,636  $2,029.854

See accompanying "Notes to Consolidated Financial Statements.”
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Consolldated Statements of Changes in Common Stock Equity
Hawailan Electric Company, Inc, and Subsidlaries
Premium Accumuiated
on other
Common stock capital Retained  comprehensive
(in thousands) Shares  Amount stock eamings incems (loss) Total
Baiance, December 31, 2005 12,806  $85,387  $299,212  $554,686 $ (26) $1,039,259
Comprehensive income:
Net income - - - 74,947 - 74,947
Minimum pension liability adjusiment, net of
taxes of $18 - - - - 26 26
Comprehensive income - - - 74,947 26 74,973
Adjustment to initially apply SFAS No. 158, net
of tax benefits of $80,666 - - - - {126,650) (126,650
Commaon stock dividends - - - {29,381) - (29,381}
QOther - - 2 - - 2
Balance, December 31, 2006 12,806 85,387 254,214 700,252 {126,650) 958,203
Camprehensive income:
Nat income - - - 52,156 - 52,156
Retirement benefit plans:
Net gains arising during the period,
net of taxes of $9,861 - - - - 15,484 15,484
Less: amonization of transition obligation,
prior service credit and net losses
recognized during the period in net
periodic benefit cost,
net of tax benefits of $5,001 - - - - 7,854 7,854
Less: reclassification adjustment for
impact of D&0s of the PUC
included in regulatory asset, net
of taxes of $11,007 - - - - {17.282) {17,282
Comprehensive income - ~ — 52,156 8,056 58,212
Adjustment to initlally apply a PUC interim
D&Q related ta defined benefit retirement
plans, net of taxes of $77,546 - - - - 121,754 121,751
Adjustment to initialty apply FIN 48 - - - (620) - (820)
Common stock dividends - - - (27,084) - {27.084)
Balance, December 31, 2007 12,808 85,387 299,214 724,704 1,157 1,110,462
Comprehensiva income:
Net income - - - 91,975 - 91,975
Retirement bensfit plans:
Net losses arising during the period, net
of tax benefits of $100,141 - - - - (157,226) (157,226}
Less: amartization of fransition obligation,
prior service credit and net losses
recognized during the period in net
periodic benefit cost, net of tax benefils
of §3,481 - - - 5,464 5464
Less: reclassification adjustment for
impact of D&Qs of the PUC Included in
regulatory asset, net of taxes of $96,975 - - = - 152,256 152,258
Comprahensiva income - - - 91,975 494 92,469
Common stock dividends - - - (14,089) - {14,089)
Balance, December 31, 2008 12,808  $85387  $209,214  $802,590 § 165 $1,189,842

Ses accompanying "Notes to Consolidated Financial Statements.”
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Hawalian Electric Company, Inc. and Subsidlarles

Years ended December 31 2008 2007 2006
{in thausands)
Cash flows from operating activities
Income before preferred stock dividends of HECO $93,055 $53,236 $76,027
Adjustments to reconcile income before preferred stock dividends
of HECO to net cash provided by operating activities:
Depreciation of utility plant 141,678 137,084 130,164
Other amortization 8,619 8,230 7,932
Writedown of utility plant - 11,701 -
Deferred income taxes 3,882 (31,888) (3.671)
Tax credits, net 1,470 1,992 3,810
Allowance for equity funds used during construction (9,390) {5,219) (6,348)
Changes in assets and liabilities:
Decrease (increase) in accounts receivable {21,313) (23,080 8,709
Decrease (increase) in accrued unbilled revenues 7730 {22.079) (874)
Decrease {increase) in fuel oil stock 14,156  (27,559) 21,138
Increass in materials and supplies (274) (3.718) {3,566)
Increase in regulatory assets (3,229) {1,968) (6,123)
Increase (decrease) in accounts payable (14,901) 35,383 {19,689)
Changes in prepaid and accrued income and utility
revenus taxes 28,055 37,455 18,599
Decrease in prepaid pension benefit cost - - 20,064
Qther {(5445) 16,108 {12,841)
Net cash provided by operating activities 244093 185,675 227,531
Cash flows from investing activities
Capital expenditures (278,476) (209,821) {195,072)
Contributions in aid of construction 17,318 18,011 19,707
Other 1,157 5,440 407
Net cash used in investing activities (260,000) (185,370) (174,958)
Cash flows from financing activities
Common stock dividends (14,089)  (27,084) {29,381)
Prefarred stock dividends (1,080 (1,080) (1,080)
Proceeds from issuance of lang-term debt 19,2756 242538 -
Repayment of long-term debt - (126,000) -
Net increasa (decreass) in short-term borrowings
from nonatffiliates and affiliate with original
maturities of three months or less 12,759  (84,316) (23,058)
Other 1,265 (3,544) 4,882
Net cash provided by (used In) financing activities 18,130 514 (48,857)
Net increase in cash and equivalents 2,223 819 3,716
Cash and equivalents, January 1 4,678 3,859 143
Cash and equivalents, December 31 $ 6901 $ 4678 $ 3,859

See accompanying “Notes to Consolidated Financial Statements.”
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Notes te Consolidated Financlal Statements

Hawaiian Electric Company, inc. and Subsidiaries

1. Summary of significant accounting policies

General

Hawaiian Electric Company, inc. (HECO) and iis wholly-owned operating subsidiaries, Hawaii Electric Light
Company, Inc. (HELCO) and Maui Electric Company, Limited (MECQ), ars electric public utilities in the business of
generating, purchasing, transmitting, distributing and selling electric energy on all major islands in Hawaii other than
Kauai, and are regulated by the Public Utilittes Commission of the State of Hawaii (PUC). HECO also owns non-
regulated subsidiaries: Renewable Hawalii, inc. (RHI), which will invest in renewable energy projects, Uluwehiokama
Biofuels Corp. {UBC), which was formed to own a new hiodiesal refining plant to be built on the island of Maui and is
intendad to direct its profits into a trust to be created for the purposs of funding biofuels development in Hawaii, and
HECO Capital Trust lil, which is an unconsolidated financing entity.

Basis of presentation

In preparing the consolidated financial statements, management is required to make estimates and assumptions
that affect the reported amounts of assets and fiabilities, the disclosure of contingent assets and liabilities and the
reported amounts of revenues and expenses. Actual results could differ significantly from those estimates.

Material estimates that are paricularly susceptible to significant change include the amounts reported for property,
plant and equipment; pension and other postretirernent benefit obligations; contingencies and litigation; incoma taxes;
regulatory assets and liabilities; revenues; and variable interest entities (VIES).

Consolidation

The consolidated financial statements include the accounts of HECO and its subsidiaries (collectively, the
Company), but exclude subsidiaries which are variable-interast entities of which the Company is not the primary
beneficiary. Investments in companies over which the Company has the ability to exercise significant influence, but not
control, are accounted for using the equity method. The Company is 2 wholly-owned subsidiary of Hawaiian Electric
Industries, inc. (HED. All material intercompany accounts and transactions have been eliminaiad in consolidation.

Sea Nota 3 for information regarding the application of Financial Accounting Standards Board (FASB)
Interpretation (FIN) No. 45(R).

Regulation by the Public Utilities Commisslen of the State of Hawall (PUC)

HECO, HELCO and MECO are regulated by the PUC and account for the effects of regulation under Statement of
Financial Accounting Standards (SFAS) No. 71, “Accounting for the Effects of Certain Types of Reguiation.”" As a
result, the actions of regulators can affect the timing of recognition of revenues, expenses, assets and fiabilities.
Management believes its operations currently satisfy the SFAS No. 71 criteria. If events or circumstances should
change so that those criteria are no longer satisfied, the Company expacts that he regulatory assets would be charged
to expanse and the regulatory liabilities would be credited to incoms or refunded to ratepayers. In the event of
unforesean regulatory actions or other circumstances, however, management believes that a material adverss sffect
on the Company’s results of operations and financial position may result if regulatory assets hava to be charged to
expense without an offsetting credit for requiatory liabilities or i regulatory liabilities are required to be refunded to
ratepayers.

Equity method

Investments in up to 50%-owned affiliates over which the Company has the abifity to exercise significant influence
over the operating and financing policies and investments in unconsolidated subsidiaries {e.g. HECO Capital Trust lll)
are accounted for under the equity method, whereby the investment is carried at cost, plus (or minus) the Company's
equity in undistributed samings {or losses) and minus distributions since acquisition. Equity in eamings or losses is
reflected in other income. Equity method investments are evaluated for other-than-temporary impairment.

Utility plant

Utility plant is reported at cost. Self-constructed plant includes engineering, supervision, administrative and
general costs and an allowance for the cost of funds used during the construction period. These costs are recorded in

10
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construction in progress and are {ransferred to utility plant when consiruction is completed and the facifities are either
placed in service or become useful for public utifity purposes. Costs for betterments that make utility plant more useful,
more efficient, of greater durability or of greater capacity are also capitalized. Upon the retirement or sale of electric
utility plant, generally no gain or loss is recognized. The cost of the plant retired is charged to accumulated
depreciation. Amounts collected from customers for cost of removal {expected to exceed salvage value in the future)
are included in regulatory liabiiities.

If a power purchase agreement (PPA) falls within the scope of Emerging Issues Task Force (EITF) Issue No. 01-8,
*Determining Whether an Arrangement Contains a Lease” and results in the classification of the agreement as a capital
lease, the Company would recognize a capital asset and a lease obligation.

Depreciation

Depreciation is computed primarily using the straight-line method over the estimated lives of the assets being
depreciated. Utility plant additions in the current year are depreciated beginning January 1 of the following year. Utility
plant has lives ranging from 20 to 45 years for production plant, from 25 to 60 years for transmission and distribution
plant and from 7 to 45 years for general plant. The composite annual depreciation rate, which includes a component
for cost of removal, was 3.8% in 2008 and 2007 and 3.9% in 2006.

Cash and equivalents

The Company considers cash on hand, deposits in banks, money market accounts, certificates of deposil, short-
term commercial paper and liquid investments (with original maturities of three months or less) to be cash and
equivalents.

Accounts receivable

Accounts receivable are recorded at the invoiced amount. The Company generally assesses a late payment
charge on balances unpaid from the previous month, The allowance for doubtful accounts is the Company’s best
estimate of the amount of probable credit losses in the Company’s existing accounts receivable, The Company adjusts
its allowance on a monthly basis, based on its historical write-off experience. Account balances are charged off against
the allowance after collection sfforts have been exhausted and the potential for recovery is considered remote,

Retirement benetits

Pension and other postretirement benefit costs are charged primarily to expanse and utility piant. Funding for the
Company's qualified pension plan is based on actuarial assumptions adopted by the Pension Investment Committes
administaring the plan on the advice of an enrolled actuary. The participating employers contribute amounts to a
master pension trust for the plan in accordance with the funding requirements of Employee Retirement Incoms
Security Act of 1874, as amended (ERiSA), including changes promulgated by the Pension Protection Act of 2008, and
considering the deductibility of contributions under the Internal Revenue Code. The Company generally funds at least
the net periodic pension cost as calculated using SFAS No. 87 “Employers’ Accounting for Pensions” during the fiscal
year, subject o limits and targeted funded status as determined with the consuiting actuary. Under a pension tracking
mechanism approved by the PUC on an interim basis, HECO generally will make conlributions to the pension fund at
the minimum level required under the law, until its pension asset (existing at the time of the PUC decision and
determined based on the cumulative fund contributions in excess of the cumulative net periodic pension cost
recognized) is reduced to zero, at which time HECO would fund the pension cost as specified in the pension tracking
mechanism. HELCO and MECO will generally fund the net periodic pension cost. Future decisions in rate cases could
further impact funding amounts.

Certain heaith care and/or lifa insurance benefits are provided to eligibie retired employees and the employees’
beneficiaries and covered dependents. The Company generally funds the net periodic postretirement benefit costs
other than pensions as calculated using SFAS No. 106 “Employers’ Accounting for Postretirement Benefits Other Than
Pensions” and the amortization of the regulatory asset for postretirement benefits other than pensions (OPEB), while
maximizing the use of the most tax advantaged funding vehicles, subject to cash flow requirements and raviews of the
funded status with the consulting actuary. The Company must fund OPEB costs as specified in the OPEB tracking
mechanisms, which were approved by the PUC on an interim basis. Future decisions in rate cases could further impact
funding amounts.

1



PUC-IR-191

DOCKET NO. 2008-0083
ATTACHMENT 2

PAGE 13 OF 45

Effective December 31, 20086, the Company adopied SFAS No. 158, “Employers’ Accounting for Defined Benefit
Pensian and Other Postratirement Plans, an amendment of FASE Slalements No. 87, 88, 106, and 132(R),”and
recognized on its balance sheet the funded status of its defined benefit pension and other postretirement benefit plans,
as adjusted by the impact of decisions of the PUC.

Financing costs

The Company uses the straight-line method to amortize long-term debt financing costs and premiums or discounts
over the term of the refated debt. Unamortized financing costs and premiums or discounts on long-term debt retired
prior to maturity are classified as regulatory assets (costs and premiums) or liabilities (discounts) and are amortized on
a straight-line basis over the remaining original term of tha retired debi. The method and periods for amortizing
financing costs, premiums and discounts, including the treatment of ihese itams when long-term debt is retired prior to
maturity, have been established by the PUG as part of the rate-making process.

The Company uses the straight-line method to amortize the tess and related costs paid to secure a firm
commitment under its line-of-credit arrangements.

Contributions In aid of construction
Tha Company recelves contributions from customers for special construction requirements. As directed by the
PUC, contributions are amortized on a straight-line basis over 30 years as an offset against depreciation expense.

Electric utility revenues .

Electric utility revenues are based on rates authorized by the PUC and include revenues applicable to energy
consumed in the accounting period but not yet billed to the customers. Revenuss related to the sale of energy are
generaily recorded when servica is rendered or energy is delivered to customers. However, the determination of the
energy sales to individual customers for bifling purposes is based on the reading of their meters, which occurs on a
systematic basis throughout the month. At the end of each month, amounts of energy deliverad to customers since the
date of the last meter reading are estimaled and the corresponding unbilled ravenue is estimated. This unbilled
revenue is estimated each month based on the meter readings in the beginning of the following month, monthly
generation volumes, estimated customer usage by account, line losses and applicable customer rates based on
historical values and current rate schedules. As of December 31, 2008, customer accounts receivable include unbilled
energy revenues of $107 million on a base of annual revenue of $2.9 billion. Revenue amounts recorded pursuant o a
PUC interim arder are subject to refund, with Interest, panding a final order.

The rate schedules of the Company include energy cost adjustment clauses (ECACs) under which electric rates
are adjusted for changes in the weighled-average price paid for fusl oil and certain components of purchased power,
and the relative amounts of company-generated power and purchased power. The ECACs also include a provision
requiring a quarterly reconciliation of the amounts collected through the ECACs. Ses “Energy cost adjustment clauses”
in Note 11 for a discussion of the ECACs and Act 162 of the 2006 Hawaii State Legislature.

The Company’s operating revenues include amounts for various revenue taxes. Revenue taxes are generally
recorded as an expense in the year the related revenues are recognized. The Company’s payments lo the taxing
authorities are based on the prior years' revenues. For 2008, 2007 and 2006, the Company included approximately
$252 million, $185 million and $182 million, respectively, of revenue taxes in “operating revenues” and in “taxes, other
than income taxes® expense.

Repairs and mainienance costs
Repairs and maintenance costs for overhauls of generating units are generally expensed as they are incurred.

Aliowance for Funds Used During Construction (AFUDC)

AFUDC is an accounting practice wheraby the costs of debt and equity funds used to finance plant construction
are credited on the statement of income and charged to construction in progress on the balance sheet. if a projact
under construction is delayed for an extended period of time, as it was in the case of HELCO's instaliation of CT-4 and
CT-5, AFUDC on the delayed project may be stopped.

The weighted-averags AFUDC rata was 8.1% in 2008 and 2007 and 8.4% in 2006, and reflected quarterly
compounding.
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Environmental expenditures

The Company is subject to numerous federal and state environmental stalutes and regulations. In general,
environmental contamination treatment costs are charged to expense, unless it is probable that the PUC would aflow
such cosis ta be recovered in future rates, in which case such costs would be capitalized as regulatory assets. Also,
environmental costs are capitalized if the cosls extend the life, increase the capacity, or improve the safety or efficiency
of property; the costs mitigate or prevent fuiure environmental contamination; or the costs are incurred in preparing the
property for sale. Environmental costs are either capitalized or charged to expense when environmental assessments
and/or remediat efforts are probable and the cost can be reasonably estimated.

Income taxes

The Company is included in the consolidated income tax returns of HECO's parent, HEI. Income tax expense has
been computed for financial statement purposes as if HECO and its subsidiaries filed separate consolidated HECO
income tax retumns.

Deferred income tax assets and llabilities are established for tha temporary differences between the financial
reporting bases and the tax bases of the Company's assets and liabilities at tax rates expected to be in effect when
such deferred tax assets or liabilities are realized or seftled. The ultimate realization of deferred tax assets is
dependent upon the generation of fulure taxable income during the periods in which those temporary differences
become deductible.

Federal and state investment tax credits are deferred and amoertized over the estimated useful lives of the
propertias which gualified for the credits.

Governmental tax autharities could challenge a tax return position taken by management. If the Company’s
position does not prevaif, the Company’s resuits of operations and financial condition may be adversely affacted as the
related deferred or current income tax asset might be impaired and written down or written off or an unanticipated tax
fiability might be incurred.

Effective January 1, 2007, the Company adopted FIN No. 48, “Accounting for Uncertainty in Income Taxes, an
interpretation of FASB Statement No. 109,” and uses a "more-likely-than-not” recognition threshold and measurement
attribute for the financial statement recognition and measurement of a tax position taken or expected to be taken in a
tax return.

Impairment of long-lived assets and long-lived assets to be disposed of

The Company reviews long-fived assets lor impairment whenever events or changes in circumstances indicate that
the carrying amount of an asset may not be recoverable. Recoverability of assets to be held and used is measured by
a comparison of the carrying amount of an asset to future net cash flows expected to be generated by the asset. If
such assets are considered to be impaired, the impairment to be racognized Is measurad by the amount by which the
carrying amount of the assets exceeds the fair value of the assets. Assets to be disposed of are reported at the lower
of the carrying amaunt or fair valus, less costs to sell.

Recent accounting pronouncements and Interpretations

Business combinations. In December 2007, the FASB issued SFAS No. 141R, “Business Combinations.”

SFAS No. 141R requires an acquiring entity to recognize all the assets acquired and liabilities assumed at the
acquisition-data fair value with limited exceptions. Under SFAS No. 141R, acquisition costs will generally be expensed
as incurred, noncontrolling interests will be valued at acquisition-date fair value, and acquired contingent liabilities will
be recorded at acquisition-date fair valus and subsequently measurad at the higher of such amount or the amount
determined under existing guidance for non-acquired contingencies. The Company must adopt SFAS No. 141R for alf
business combinations for which the acquisttion date is on or after January 1, 2009. Becausa the impact of adopting
SFAS No. 141R will be dependant on future acquisitions, if any, management cannot currently predict such impact.

Noncontrolling interests. In December 2007, the FASB issued SFAS No. 160, “Noncontroliing Interests in
Consolidated Financial Statements.” SFAS No. 160 requires the recognition of a noncontrolting interest (i.e., a minority
interest) as equity in the consolidated financial statements, separate from the parent's equity, and requires the amount
of consolidated net income atiribuiable to the parent and to the noncontrofling interest be clearly identified and
presented on the face of the income statement. Under SFAS No. 160, changes in the parent's ownership interest that
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leave control intact are accounted for as capital transactions {i.e., as increases or decreases in ownership), a gain or
loss will be recognized when a subsidiary is deconsolidated based on the fair value of the noncontrolling equity
investment (not carrying amount), and entities must provide sufficient disclosures that clearly identify and distinguish
between the interests of the parent and of the noncantrolling owners. The Campany adopled SFAS No. 160
prospectively on January 1, 2009, except for the presentation and disclosure requiremants which must be applied
retrospectively.

The fair value option for financial assets and financial liabilities. In February 2007, the FASB issued

SFAS No. 159, “The Fair Value Option for Financial Assets and Financial Liabilities, Including an amendment of FASB
Statement No. 115.” SFAS No. 159 permits entities to choose 10 measure many financial instruments and certain other
items at fair value, which should improve financial reporting by providing entities wiih the opportunity to mitigate
volatility in reported earnings caused by measuring related assets and liabilities differently without having to apply
complex hedge accounting provisions. The Company adopled SFAS No. 159 on January 1, 2008 and the adoption had
no impact on the Company’s financial statements as the Company did not choose to measure additional items at fair
value.

Fair vaiue measurements. In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements,” which
defines fair value, establishes a framework for measuring fair value under generally accepted accounting principles
and axpands disclosures about fair value measurements. SFAS No. 157 applies to fair value measurements that are
already required or permitted under existing accounting pronouncements with some exceptions. SFAS No. 157 retaing
the exchanga price notion in defining fair value and clarifles that the exchange price is the price that would be received
upon sale of an assat or paid to transfer a liability (an exit price) in the principal or most advantagecus market for the
asset or liability, it emphasizes that fair value is a market-based, not an entity-specific, measurement basad upon the
assumptions that consider credit and nonparformance risk market participants would use in pricing an asset or iiability.
As a basis for considering assumptions in falr value measurements, SFAS No. 157 establishes a hierarchy that gives
the highest priority to quoted prices {unadjusted) in active markets for identical assets or liabilities (Level 1) and the
lowast priority to unobservable inputs (Level 3). SFAS No. 157 expands disclosures about the use of fair valus,
including disclosure of the level within the hierarchy in which the fair value measurements fafl and the effect of the
measuraments on earnings (or changes in net assets) for the period. The Company adopted SFAS No. 157 on
January 1, 2008. The adaption of SFAS No. 157 for fair value measures of financiai assets and financial fiabilities had
no impact on the Company’s financial results, but have impacted the Company’s fair value measurement disclosures.

FASB Staff Position {FSP) FAS 157-2 “Effective Date of FASB Statement No. 157, delays the effective date of
SFAS No. 157 until fiscal years beginning after November 15, 2008 for all nonfinancial assets and nonfinancial
liabilitigs that are recognized or disclosed at fair value in the financial stalemsnts on a nonrecurring basis.

On January 1, 2009, the Company will be required to apply the provisions of SFAS No. 157 to fair valus
measurements of nonfinancial assets and nenfinancial liabilities that are recognized or disclosed at fair value in the
financial statements on a nonrecurring basis. The Company is in the process of evaluating the impact, if any, of
applying these provisions on its financial position and results of operations.

In October 2008, the FASB issued FSP FAS 157-3, “Determining the Fair Value of a Financial Asset When the
Market for That Asset is Not Active,” which was effective immediately. FSP FAS 157-3 clarifies the application of SFAS
No. 157 in cases where the markst for a financial instrument is not active and provides an exampie to illustrate key
considerations in determining fair value in those circumstances. The Company has considered the guidance provided
by FSP FAS 157-3 in its determination of estimated fair values during 2008.

Reclassifications
Certain reclassifications have been made to prior years' financial statements to conform to the 2008 presentation,

2. Cumulative preferred stock

The following series of cumulative preferred stock are redeamable oniy at the option of the respective company at
tha following prices in the event of voluntary tiquidation or redemption:
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Voluntary

Liquidation Redemption
Dacember 31, 2008 Price Prica
Series
C, D, E, H, Jand K (HECO) $20 $ 2
I(HECO) 20 20
G (HELCO) 100 100
H (MECQO) 100 100 -

HECQ is obligated to make dividend, redemption and liquidation payments on the preferred stock of gither of its
subsidiaries if the respective subsidiary is unable to make such payments, but such obligation is subordinated to any
obligation to make payments on HECO's own prefarred stock.

3. Unconsolidated variable interest entitles

HECO Capital Trust fll. HECO Capital Trust Il (Trust I) was created and exists for the exclusive purposes of (i)
issuing in March 2004 2,000,000 6.50% Cumulative Quarterly Income Preferred Securities, Series 2004 (2004 Trust
Preferred Securities) ($50 million aggregate liquidation preference) to the public and trust comman securities

($1.5 million aggregate liquidation preference) to HECO, {ii) investing the proceeds of these trust securities in 2004
Debentures issued by HECQ in the principal amount of $31.5 million and issued by each of MECQ and HELCO in the
respective principal amounts of $10 million, (jii) making distributions on the trust securitles and (iv) engaging in only
those other activities necessary or incidental thereto. The 2004 Trust Preferred Securities ara mandatorily redesmable
at the maturity of the underlying debt on March 18, 2034, which maturity may be extended to no later than March 18,
2053; and are redeemable at the issuer's option without premium beginning on March 18, 2009, The 2004 Debentutes,
together with the obligations of HECO, HELCO and MECO under an expense agreement and HECO's obligations
under its trust guarantee and its guarantes of the cbligations of HELCO and MECO under their respeciive debentures,
are the sole assets of Trust i, Trust ill has at aif times been an unconsolidated subsidiary of HECO. Since HECO, as
the common security holder, does not absorb the majority of the variability of Trust lil, HECO is not the primary
beneficiary and does not consolidate Trust Ill in accordance with FIN 46R. Trust II's balance sheet as of December 31,
2008 consisted of $51.5 million of 2004 Debentures; $50.0 miliion of 2004 Trust Preferred Segurities; and $1.5 million
of trust common securities. Trust lI's income statement for 2008 consisted of $3.4 million of interest income received
from the 2004 Debentures; $3.3 million of distributions to holders of the Trust Preferrad Securities; and $0.1 million of
common dividends on the trust common securities to HECO. So long as the 2004 Trust Preferred Securities are
outstanding, HECO is not entitled to receive any funds from Trust 1li cther than pro rata distributions, subject o certain
subordination provisians, on the trust common securities. In the event of a default by HECO in the performance of its
obligations under the 2004 Debentures or under its Guarantees, o in the event HECQ, HELCO or MECO elect to deler
payment of interest on any of their respective 2004 Debentures, then HECO will be subject to a number of restrictions,
including a prohibition on the payment of dividends on its common stock.

Purchase power agreements. As of December 31, 2008, HECQO and its subsidiaries had six PPAs for a total of

540 megawatts (MW) of firm capacity, and other PPAs with smaller IPPs and Schedule Q providers (i.e., customers
with cogeneration and/or small power production facilities with a capacity of 100 kW or less who buy power from or sell
power to tha utilities) that supplied as-available energy. Approximately 91% of tha 540 MW of firm capacity is under
PPAs, antared into before December 31, 2003, with AES Hawaii, Inc. (AES Hawaii), Kalasloa Partners, L.P.
(Kalaeloa), Hamakua Energy Partners, L.P. (HEP) and HPOWER. Purchases fram all IPPs for 2008 totaled

$690 miltion, with purchases from AES Hawaii, Kalaeloa, HEP and HPOWER totaling $141 million, $273 mittion,

$92 million and $60 million, respectively. The primary business activities of these IPPs are the generation and sale of
power to HECO and its subsidiaries (and municipal waste disposal in the case of HPOWER). Current financial
information about the size, including total assets and revenues, for many of these IPPs is not publicly available.
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Under FIN 46R, an enterprise with an interest in a VIE or potential VIE created before December 31, 2003 (and not
thereafter materially modified) is not required to apply FIN 46R to that entity if the enterprise is unable to obtain, after
making an exhaustive effort, the necessary information.

HECO reviewed its significant PPAs and determined in 2004 that the IPPs at that time had no contractual
obligation to provide such information. in March 2004, HECO and its subsidiaries sent letters to all of their IPPs, except
ihe Schedule Q providers, requesting the information that they need to determine the applicability of FIN 46R to the
respective IPP, and subsequently contacted most of the IPPs to explain and repeat its request for information. (HECO
and its subsidiaries excluded their Schedule Q providers from the scope of FIN 46R because their variabla interest in
the provider would not be significant fo the utilities and they did not participate significantly in the design of the
provider.} Some of the IPPs provided sufficient information for HECQ to datermine that the IPP was not a VIE, or was
either a “business’ or “governmental organization” {e.qg., HPOWER) as defined under FIN 46R, and thus excluded from
the scope of FIN 46R. Other IPPs, including the three largest, declined to provide the information necessary for HECO
to determine the applicability of FIN 46R, and HECO was unable to apply FIN 46R to these IPPs.

As required under FIN 46R since 2004, HECO has continued its efforts to oblain from the IPPs the information
nacessary to maks the determinations required under FIN 48R, In each year beginning from 2005 through 2009,
HECO and its subsidiaries sent letters to the IPPs that wera not excluded from the scopa of FiN 46R, requesting the
information required to determine the applicability of FIN 46R to the respective IPP. All of these IPPs dectined to
provide necessary information, except that Kalaetoa provided the information pursuant to the amendments to its PPA
(ste below) and an entity owning a wind farm provided information as required under the PPA. Management has
concluded that the consolidation of two entities owning wind farms was not required as MECO and HELCO do not
have variable intarests in the entities because the PPAs da not require them to absorb any variability of the entities.

If the requested information is ultimately received from the other IPPs, a possible outcome of future analysis is the
consolidation of ane or more of such IPPs in HECO's consofidated financial statements. The consolidation of any
significant IPP could have a material effect on HECO's consofidated financial statements, including the recognition of a
significant amount of assets and liabilities and, if such a consolidated IPP were operating at a loss and had insufficient
equity, the potential recognition of such losses. If HECO and its subsidiaries determine they are required to consolidate
the financial statements of such an IPP and the consolidation has a material effect, HECO and its subsidiaries would
retrospectively apply FIN 46R in accordance with SFAS No. 154, “Accounting Changes and Error Corrections.”

Kalaeloa Partners, L.P. In October 1988, HECO entered into a PPA with Kalagloa, subsequently approved by the
PUC, which provided that HECO would purchase 180 MW of firm capacity for a period of 25 years beginning in May
1991. in October 2004, HECO and Kalasloa entered into amendments to the PPA, subsequently approved by the
PUGC, which together effactively increased the firm capacity from 180 MW to 208 MW. The energy paymants that
HECQ makes to Kafaeloa inciude: 1) a fuel component, with a fuef price adjustment based on the cost of fow sulfur fuel
oil, 2) a fuel additives cost component, and 3} a non-fuel component, with an adjustment based on changes in the
Gross National Product Impficit Price Deflator. The capacity payments that HECO makes to Kalaeloa are fixed in
accordance with the PPA. Kalaeloa also has a steam delivery cogeneration contract with another customer, the term of
which coincides with the PPA, The facility has been certified by the Federal Energy Regulatory Commission as a
Qualifying Facility under the Public Utility Regulatory Palicies Act of 1978.

Pursuant to the provisions of FIN 46R, HECO is deemed to have a variable interest in Kalaeloa by reason of the
provisions of HECO's PPA with Kalaeloa. However, management has concfuded that HECO is not the primary
beneficiary of Kalaeloa because HECO does not absorb the majority of Kalaeloa's expected lossas nor receive
a majority of Kalaeloa's expacted residual returns and, thus, HECO has not consolidated Kalasloa in its consolidated
financial statements. A significant factor affecting the lavel of expected losses HECC would absorb is the fact that
HECO's expasure to fual price variability is fimited to the remaining term of the PPA as compared to the facility's
remaining useful life. Although HECO absorbs fusl price variability for the remaining term of the PPA, the PPA does not
currently expose HECO to losses as the fusl and fuel related snergy payments under the PPA have been approved by
the PUC for recovery from customers through base elactric rates and through HECO's ECAC to the extent the fuel and
fuel related energy payments are not included in base energy rates.

16



PUC-IR-191

DOCKET NO. 2008-0083
ATTACHMENT 2
PAGE 18 OF 45

4. Long-term debt

For special purpose revenue bands, funds on deposit with trustees represent the undrawn proceeds from the
issuance of the special purpose revenue bonds and eam interest at market rates. These funds are available only to
pay {or reimburse payment of) expenditures in connection with certain authorized construction projects and certain
expenses related lo the bonds.

On March 27, 2007, the Department of Budget and Finance of the State of Hawaii (the Department) issued
(pursuant to a 2005 legislative authorization), at par, Series 2007A SPRBs in the aggregate principal amount of
$140 million, with a maturity of March 1, 2037 and a fixed coupon interest rate of 4.65%, and loaned the proceeds to
HECO {$100 million), HELCO {$20 millian) and MECQ ($20 million). Payment of the principal and interest on the
SPRBs are insured by a surety bond issued by Financial Guaranty Insurance Company. Proceeds are being used to
finance capital expendilures, including reimbursements to the electric utilities for previously incurred capital
expenditures which, in turn, have been used primarily to repay short-term borrowings. As of December 31, 2008,
approximately $3 million of proceeds from the Series 2007A SPRBs had not yet been drawn and were held by the
construction fund trustes for HELCQ. HELCO's long-term dabt will increase from time 1o time as these remaining
praceeds are drawn down. Proceeds from the Series 2007A SPRBs for HECO and MECO wers fully drawn as of
December 31, 2008,

On March 27, 2007, the Department also issued, at par, Refunding Series 20078 SPRBs in the aggregate
principal amount of $125 million, with a maturity of May 1, 2026 and a fixed coupon interest rate of 4.60%, and loaned
the proceeds to HECO ($62 million), HELCO ($8 million) and MECO ($55 million). Proceeds from the sale were
applied, logether with other funds provided by the electric utilities, to the redemption at par on May 1, 2007 of the
$75 million aggregate principal amount of 6.20% Series 1996A SPRBs (which had an original maturity of May 1,
2026) and to the redemption at a 2% premium on April 27, 2007 of the $50 million aggregata principal amount of
5 7/8% Series 1996B SPRBs {which had an original maturity of Decamber 1, 2026), Payment of the principal and
interest on the refunding SPRBs are insured by a surety bond issued by Financial Guaranty Insurance Company.

At December 31, 2008, the aggregate payments of principal required on long-term debt are nil during the next
three years, $567.5 million in 2012 and nil in 2013.

5. Short-term borrowings

There were na short-term borrowings from nonaffiliates at December 31, 2008. Short-term borrowings from
nonaffiliates at December 31, 2007 had a weighted averags interest rate of 5.4%, and consisted entirely of commerclal
paper.

At December 31, 2008 and 2007 the Company maintained syndicated credit tacilities of $250 million and $175
million, respectively. The facilities ara not secured. There were no borrowings under any line of credit during 2008 and
2007. Sea Note 13, “Related-party transactions,” conceming borrowings from affiliates.

Credit agreement. Effactive April 3, 2006, HECO entered into a revolving unsecured credit agreement establishing a
ling of credit facility of $175 milllon with a syndicate of eight financial inslitutions. On March 14, 2007 the PUC issued a
D&O approving HECO's request to maintain the credit facility for five years (until March 31, 2011), to borrow under the
credit facility {including borrowings with maturities in excess of 364 days), to use the proceeds from any borrowings
with maturities in excess of 364 days to finance capital expenditures and/or to repay short-term or other borrowings
used to finance or refinance capital expenditures and to use an expedited approval process to obtain PUC approval to
increase the facility amount, renew the facifity, refinance the facility or change ather terms of the facility if such changas
are required or desirable.

Any draws on the facility bear interest, at the option of HECO, at either the “Adjusted LIBO Rate” plus 40 basis
points or the greater of {a) the "Prime Rate” and (b) the sum of the “Federal Funds Rate® plus 50 basis points, as
defined in the agreement. The annual fae is 8 basis points on the undrawn commitment amount. The agreement
contains provisions for revised pricing in the event of a ratings change. For example, a ratings downgrade of HECQ's
Senior Debt Rating (e.g., from BBB+/Baa1 to BBB/Baa2 by S&P and Moody's, respectively) would result in a
commitment fee increase of 2 basis points and an interest rate increase of 10 basis points on any drawn amounts. On
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the other hand, a ratings upgrade (e.q., from BBB+/Baa1 to A-/A3 by S&P or Moody's, respectively) would result in a
commitment fee decrease of 1 basis point and an interest rate decrease of 10 basis points on any drawn amounts. The
agreement does not contain clauses that would affect access to the lines by reason of a ratings downgrade, nor does it
have a broad "material adverse change” clause. However, the agreement does contain customary conditions that must
be met in order to draw on it, such as the accuracy of certain of its representations at the time of a draw and
compliance with its cavenants (such as covenants preventing its subsidiaries from entering into agreements that
restrict the ability of the subsidiaries to pay dividends to, or to repay borrowings from, HECO, and restricting HECO's
ability, as well as the ability of any of its subsidiaries, to guarantee indebtedness of the subsidiaries if such additional
debt would cause the subsidiary’s "Consolidated Subsidiary Funded Debt to Capitalization Ratlo” fo exceed 65%
{ratios of 48% for HELCO and 44% for MECO as of December 31, 2008, as calculated under the agreement)). In
addition to customary defaults, HECO's failure to maintain its financial ratios, as defined in its agreement, or meet other
requirements will resutt in an event of default. For exampte, under the agreement, it is an event of default if HECO fails
to maintain a “Consolidated Capitafization Ratio” (equity) of at least 35% (ratio of 55% as of December 31, 2008, as
calculated under the agreemant), if HECO fai's to remain a wholly-owned subsidiary of HEI or if any event or condition
occurs that resulls in any “Material Indebtedness” of HECO or any of its significant subsidiaries being subject to
acceleration prior to its scheduled maturity. HECQ's syndicated credit facility is maintained to support the issuance of
commercial paper, but it may also be drawn for general corporate purposes and capital expenditures.

Effective December 8, 2008, HECO entered info a 9-month revolving unsecured credit agreement establishing a
fine of credit facility of $75 million, expiring on September 8, 2009, with Wells Fargo Bank National Association, as
Administrative Agent and a lender, and U.S. Bank National Assaciation, Bank of America, N.A. and Bank of Hawail, as
lenders. Similar to HECO's existing $175 million, 5-year revolving unsecured credit agreement, this agreement does
not contain clauses that would affect access to the lines by reason of a ratings downgrade nor does it have a broad
“material adverse change” clause. Major provisions of the credit agreement are subslantiatly the same as provisions
in HECO's existing $175 million credit agreement, except for pricing and prepayment requirements as noted below.

The annyal fee is 25 basis points on the daily commitment amount. Any draws on the facility bear interest, at the
option of HECO, at either the “Adjusted LIBO Rate” plus 175 basis peints or the grealest of (a) the "Prime Rate”, (b} the
sum of the “Federal Funds Rate” plus 150 basis points, and (c) the “Adjusted LIBO Rate” for a cne month Interest
Period plus 150 basis poinis, as defined in the agreement. A ratings change would result in revised pricing. For
example, a ratings downgrade of HECO's Issuer Ratings (e.g., from BBB+/Baat to BBB/Baa2 by S&P and Moody's,
respectively) would result in a facility fee increase of 5 basis points, and an interest rate increase of 20 basis points on
any drawn amounts. On the other hand, a ratings upgrade (e.g., from BBB+/Baa1 to A-/A3 by S&P or Moody's,
respectively) would result in a facllity fee decrease of 5 basis points, and an interest rate decrease of 20 basis points
on any drawn amounts. This agreement includes a provision for mandatory prepayments and reductions in the
commitment amount in the event of any Debt Issuance or Equity Capital Markets Transaction, as defined by the
agreemsnt, in the amount of 100% of the nat cash proceeds received (provided, however, for purposes of the
agreement, HECO's receipt of proceeds from special purpose revenue bond financings do not accur until such
praceeds are disbursed to HECO by the construction fund trustee in accordance with the indenture pursuant to which
the bonds are issued). This credit facility is maintained to provide back-up and liquidity for commercial paper
borrowings and to provide funding for working capital needs, intercompany loans to subsidiaries and general corporate
purposes.

On May 23, 2007, S&P lowered the long-term corporate credit and unsecured debt ratings on HECO, HELCO and
MECO to BBB from BBB+ and stated that the downgrade “Is the rasult of sustained weak bondholder protection
parameters compounded by the financial pressure that continuous need for regulatory relief, driven by heightened
capital expenditure requirements, is creating for the next few years.” The pricing for future borrowings under the ling of
credit facility did not change since the pricing leve! is "determined by the higher of the twa® ratings by S&P and
Moody's, and Moody's ratings did not change. -

6. Regulatary assets and liabilitles

In accordance with SFAS No. 71, the Company's financial statements reflact assets, liabilities, revenues and
expenses based on current cost-based rate-making regulations. Continued accounting under SFAS No. 71 generally
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requires that rates are established by an independent, third-party regulator; rates are designed to recover the costs of
providing service; and it is reasonable to assume that rates can be charged to and collected from customers.
Management befieves its operations currently satisty the SFAS No. 71 crileria. If events or circumstances should
change so that those criteria are no longer satisfied, the Company expects that the regulatory assets would be charged
to expense and the regulatory liabilities would be credited to income or refunded to ratepayers. In the event of
unforeseen requlatory actions or other circumstances, management believes that a material adverse effect on the
Company's results of operations and financial position may result if regulatory assets have to be charged to expense
without an offsetting credit for regulatory liabilities or if requlatory liabilities are required to be refunded to ratepayers.

Regulatory assets represent deferred costs expected 1o be fully recovered through rates over PUC-authorized”
periods. Generally, the Company does not earn a return on its requlatory assets; however, it has been allowed to
recover interest on its requlatory assets for demand-side management program costs. Regulatory liabilities represent
amounts included in rates and collected from ratepayers for costs expected to be incurred in the future. For example,
the requlatory liability for cost of removal in excess of salvage value represents amounts that have been collected from
ratepayers for costs that are expected to be incurred in the future to retire utility plant. Noted in parentheses are the
original PUC authorized amortization or recovery periods and the remaining amortization or recovery periods as of
December 31, 2008, if differant.

Regulatory assels were as follows:

December 31 2008 2007
(in thousands)
Retirement benefit plans (5 years; 3 years for HELCO's $8 million $416,680 $169,814
prepaid pension regulatory asset, indeterminate for remainder)
Income taxes, net (1 to 36 years) 77,660 74,605
Postretirement benefits other than pansions (18 years; 4 years) 7,169 8,949
Unamortized expense and premiums on retirad debt and equity issuances
(14 to 30 years; 1 to 20 years) : 16,191 17,510
Demand-side management program costs, net (1 year) 2,571 4113
Vacation earned, but not yet taken {1 year) 6,654 5,997
Other (1 to 20 years) 3,704 4,002

$630,619  $284,990

Regulatory liabilities were as follows:

December 31 2008 2007
(in thousands}
Cost of removal in excess of salvage value (1 to 60 years) $282,400 $259,765
Retirement benefit plans (5 years beginning with respective utility's

next rate casa) 4,718 -
Other {5 ysars; 1 to 5 years) 1,484 1,841

$288,602  $261,606

The regulatory asset and liability refating to retirement benefit plans was created as a resutt of pension and OPEB

tracking mechanisms adopted by the PUC in interim rate case dacisions for HECO, MECO and HELCO in 2007 (see
Note 10).
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7. Income taxes

In June 20086, the FASB issued FIN 48, "Accounting for Uncertainty in Income Taxes, an interpretation of
FASB Statement No. 109," which prescribes a “more-likely-than-not” recognition threshold and measuremeant
aftribute (the largest amount of benefit that is greater than 50% likely of being realized upon ultimate resolution
with tax authorities) for the financial statement recognition and measurement of an income tax position taken or
expected to be taken in a tax return. The Company adopted FIN 48 in the first quarter of 2007.

As a result of the implementation of FIN 48, the Company reclassified certain deferred tax liabilities o a liability
for uncertain tax positions (FIN 48 liability) and reduced retained earnings by $0.6 million as of January 1, 2007 for
the cumulative effect of the adoption of FIi 48.

The Company records interest on income taxes in “Interest and other charges.” For 2008, 2007 and 2008, interesl
{income) expense on income laxes was $0.5 milllon, $0.6 million and ($0.3) million, respectively.

The Company will record penatties, if any, in "Other, net® under “Other income”. As of December 31, 2008 and
2007, the total amount of accrued interest related to uncertain tax positions and recognized on tha balance sheet was
$1.7 million and $1.2 million, respectively.

As of December 31, 2008, the total amount of FIN 48 liability was $5.5 million and, of this amount, $0.3 million, if
recognized, would affect the Company’s effective tax rate, Management concluded that it is reasonably possible that
the FIN 48 liability will significantly change within the next 12 months due to the resolution of issues under examination

by the Internal Revenus Service and estimates the range of the reasonably possible change to be a decreass of
betwaen nil to $4.3 million in 2009.

The changes in total unrecognized tax benefits were as follows;

Years ended December 31 2008 2007
{in millions)
Unrecognized tax benefits, January 1 $ 244 $ 236

Additions hased on tax positions taken during the year -
Reductions based on tax positions taken during the year

Additions for tax positions of prior years 01 08
Reductions for tax positions of prior years {0.3) -
Decreases due to tax positions taken - -
Seftlements - -
Lapses of statute of limitations - -
Unrecognized tax benefits, December 31 $24.2 $ 244

In additlon to the FIN 48 liability, the Company’'s unrecognized tax benefits includa $18.7 million of tax benefits
related to refund ciaims, which did not meet the recognition threshold. Consequently, tax benefits have not been
recorded on thase claims and no FIN 48 liability was required fo offset these potential benefits.

Tax years 2003 to 2007 currently remain subject to examination by the Internal Revenue Service and Department
of Taxation of the State of Hawai.

The Company's effective federal and state income tax ratg for 2008 was 38%, compared to an effective tax rate for
2007 of 37%.
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The components of income taxes charged to operating expenses were as follows:

December 31 2008 2007 2006
{in thousands)
Federal:
Current $44,759 $54,767 $50,208
Deferred 6,040 (22,853) (7,000
Deferred iax credits, net {1,094) {1,154) (1,259)
49 705 30,760 41,949
State:
Current 6,622 5,073 2,889
Deferred {1,391) (3,699) {1,267)
Deferred tax credits, net 1,471 1,892 3,810
6,602 3,366 5,432
Total $56,307 $34,126 $47,381

Income tax benefits related to nonoperating activities, inciuded in “Other, net” on the consolidated statements of
income, amounted to $0.5 million, $3.2 miltion and $0.9 million for 2008, 2007 and 2006, respectively.

A raconciliation between income taxes charged to opsrating expenses and the amount of Income taxes computed
at the federal statutory rate of 35% on income before income taxes and preferred stock dividends follows:

December 31 2008 2007 2006
{in thousands)
Amount at the federal statutory income tax rate $52,907 $32,559 $44,024
State income taxes on operating income, net of
effect on federal income taxes 4,291 2,188 3,530
Other (891) (621) (173)
Income taxes charged to operating expenses $56,307 $34,126 $47,381
The tax effacts of book and tax basis ditferences that give rise to deferred tax assets and liabilities wers as follows:
December 31 2008 2007
{in thousands)
Deferred tax assels:
Cost of removal in excess of salvage value $109,882  §101,075
Contributions in aid of construction and customer advances 78,834 76,342
Other 16,529 21,7563

205,245 199,170

Deferred tax liabilities:

Property, plant and equipment 313,250 287,231
Regulatory assets, excluding amounts aftributable to property,
plant and equipment 30,240 29,050
Retirement benefits 4,728 15,580
Change in accounting method 16,020 23,036
Retiremant benefits in Accumulated Cther Comprehensive Income (AQCI) 1,052 736
Other 6,265 5,640
371,555 361,283
Net deferred income tax liability $166,310  $162,113

The ultimate realization of deferred tax assets is dependent upon the generation of future taxable income during
the periods in which those temporary differences become deductible. Based upon historical taxable income and
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projections for future taxable income and available tax planning strategies, management believes it is more likely than
not the Company will realize substantially all of the benefits of the deferred tax assets.

As of December 31, 2008, the FIN 48 disclosures above present the Company's accrual for potential tax liabilities
and related interest. Based on information currently available, the Company believes this accrual has adequately
provided for potential income lax issues with federal and state tax authorities and related interest, and that the uitimale
resolution of tax issues for all open tax periods will not have a material adverse effect on its results of operatrons
tinancial condition or liquidity.

8. Cash flows

Supplemental disclosures of cash flow information
Cash paid for interest {net of AFUDC-Debt) and income taxes was as follows:

Years ended December 31 2008 2007 2006
{in thousands)

Interest $48,357 $47.155 $47,206

Income taxes $91,043 326,106 $52,782

Supplemental disclosures of noncash activitles

The allowance for equity funds used during construction, which was charged primarily to construction in progress,
amounted to $9.4 million, $5.2 million and $6.3 million in 2008, 2007 and 2008, respectively.

The estimated Fair value of noncash contributions in aid of construction amounted o $9.8 million, $17.7 million and
$13.5 million in 2008, 2007 and 2008, respectively.

9. Major customers

HECO and its subsidiaries received approximately 10% ($295 million), 3% ($194 million) and 10% ($197 million),
of their operating revenues from the sale of electricity to various federal government agencies in 2008, 2007 and 2008,
respectively.
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10. Retirement benetits

Pensions

Substantially all of ihe employees of HECO, HELCO and MECO participate in the Retirement Plan for Employees
of Hawaiian Electric Industries, Inc. and Participating Subsidiaries {the Plan). The Plan is a qualified, non-contributory
defined benefit pension plan and includes benefits for union employees determined in accordance with the terms of the
collective bargaining agreements between the utilities and their respective unions. The Plan is subject to the provisions
of the ERISA. In additicn, some current and former executives and directors participate in noncontributory, nonqualified
plans (collectively, Supplemental Plans). In general, benefits are based on the employees’ or directors’ years of service
and compensation.

The continuation of the Plan and the Supplemental Plans and the payment of any contribution thereunder ars not
assumed as contractual obligations by the participating employers. The Directors’ Plan has bean frozen since 1996,
The HE! Supplementat Executive Retirement Plan {(noncontributory, nonqualified, defined benefit plan) was frozen as
aof December 31, 2008. No participants have accrued any benefils under these plans after the plan's freeze and the
plans will be terminated at the time all remaining benefits have been paid.

Each participating employer reserves the right to terminate its participation in the applicable plans at any time. f a
participating employer terminates its participation in the Plan, the interast of each affected participant would become
100% vested to tha extent funded. Upon the termination of the Plan, assets would be distributed to affected
participants in accordance with the applicable allocation provisions of ERISA and any excess assets that exist would
ba paid to the participating employers. Participants’ benefits in the Plan are covered up to certain limits under
insurance provided by the Pensien Benefit Guaranty Corporation.

To determine pension costs for HECO, HELCO and MECO under the Plan and the Supplemental Plans, il is
necessary to make complex calculations and estimates based on numerous assumptions, including the assumptions
identifted below.

Postretirement benefits other than pensions

The Company provides eligible employees health and life insurance benefits upon retirement under the
Pastretirement Welfare Benefits Plan for Employees of Hawailan Electric Company, Inc. and participating employers
(HECO Benefits Plan). Health benefits are also provided to dependents of eligible retired employees. The contribution
for health benefits paid by the participating employers is based on the retirees’ years of service and retirement dates.
Generally, employees are eligible for these benefits if, upon retirement from active employment, they are eligible to
receive benefits from the Plan.

Among other provisions, the HECO Benefils Plan provides prescription drug benefits for Medicare-giigible
participants who retire after 1998. Retirees who are ¢figible for the drug benefits are required to pay a portion of the
cost each month. The Medicara Prescrigtion Drug, Improvement and Modermization Act of 2003 (the 2003 Act)
expanded Medicare to include for the first time coverage for prescription drugs. The 2003 Act provides that persons
eligible for Medicare benefits can enroll in Part D, prescription drug coverage, for a monthly premium. Alternatively, if
an employer sponsors a retiree health plan that provides bensfits determined to be actuarially equivalent fo those
covered under the Medicare standard prescription drug benefit, the employer will be paid a subsidy of 28 percent of a
participant’s drug costs between $250 and $5,000 (indexed for inflation} if the participant waives coverage under
Medicara Part D.

The continuation of the HECO Benefits Plan and the payment of any contribution thereunder is not assumed as a

contractual obligation by the participating employers. Each participating employer reserves the right to terminate its
participation in the plan at any time.

SFAS No. 158

In September 20086, the FASB issued SFAS No. 158, “Employers’ Accounting for Defined Benefit Pension and
Other Postretirement Plans, an amendment of FASB Statements No. 87, 88, 106, and 132(R),” which requires
employers to recognize on their balance sheets the funded status of defined benefit pension and other postratirament
benefit plans with an offset to Accumulated Other Comprehensive Income (AOCT) in stockholders' equity (using the

projected benefit obligation (PBO) rather than the accumulated benefit obligation (ABQ), to calculate the funded status
of pension plans).
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By application filed on December 8, 2005 (AOC! Docket), the Company requested the PUC to permit it to record,
as a regulatory asset pursuant to SFAS No. 71, “"Accounting for the Effects of Certain Types of Regulation,” the amount
that would otherwise be charged against stockholders’ equity as a result of recording a minimum pension liability as-
prescribed by SFAS No. 87. The Company updated its application in the AOCI Docket in November 2006 to take into
account SFAS No. 158. On January 26, 2007, the PUC issued a D&Q in the updated AOCI Docket, which denied the
Company’s request 10 record a regulatory asset on the grounds that the Company had not met its burden of proof to
show that recording a requlatory asset was warranted, or that there would be adverse consequences if a regulatory
asset was not recorded. The PUC also required HECO to submit a pension study {determining whether ratepayers are
better off with a well-funded pension plan, a minimalty-funded pension plan, or something in between) in its pending
2007 test year rate case, as proposed by the Company in support of its request.

In HELCO's 2008, HECQO's 2007 and MECQ's 2007 test year rate cases, the Company and the Consurner
Advocate proposed adoption of pension and OPEB tracking mechanisms, which are intended to smooth the impact to
ratepayers of potential fluctuations in pension and OPEB costs. Under the tracking mechanisms, any costs determingd
under SFAS Nos. 87 and 108, as amended, that are over/under amounts allowed in rates arg chargedferedited o a
regulatory assetlability. The regulatory assetfiability for each utility will be amortized over 5 years beginning with the
respective ulility's next rale case.

The pensicn tracking mechanisms generally require the Company to fund only the minimum level required under
the law untit the existing pension assets are reduced to zaro, at which time the Company would make contributions to
the pansion trust in the amount of the actuarially calculated net periodic pension costs, except when limited by the
ERISA minimum contribution requirements or the maximum contribution limitation on deductible contributions imposed
by the Intemai Revenus Code. The OPEB fracking mechanisms generally require the Company to make contributions
to the OPEB trust in the amount of the actuarially calculated nel periodic benefit costs, except when fimited by material
adverse consequences imposed by federal regulations,

A pension funding study was filed in tha HECO rate case in May 2007. Tha conclusions in the study were
consistent with the funding practice proposed with the pension tracking mechanism.

In its 2007 interim decisions for HELCQ's 2006, HECO's 2007 and MECQ's 2007 test year rate cases, the PUC
approved the adoption of the proposed pension and OPEB tracking mechanisms on an interim basis (subject to the
PUC's final D&0s) and established the amount of net periodic benefit costs fo be recovered in rates by each utility.
Under HELCO's interim order, a requlatory asset {representing HELCO's $12.8 million prepaid pension asset as of
December 31, 2006 prior to the adoption of SFAS No. 158) was allowed to be recovered (and is being amortized) over
a period of five years and was allowed to be included in HELCO's rata base, net of deferred incoms taxes. On
October 25, 2007, however, the PUC Issued an amended proposed finai D&Q for HECO's 2005 test year rate cass,
which reversed the portion of the interim D&O related to the inclusion of HECO's approximately $50 million pansion
asset, net of deferred income taxes, In rate bass, and required a refund of revenues associated with that reversal,
including interest, retroactive to September 28, 2005 (the date the interim increase became effective). In 2007, HECO
accrued $16 million for the potential customer refunds, including interest, reducing 2007 net income by $9 million. The
final D&O for HECO's 2005 tast year rate case confirmed the refund. In the settlement agreement and interim PUC
decision in HECO’s 2007 test year rate case, HECO’s pension asset was not included in HECO's rate base and
amortization of the pension asset was not included as part of the pension tracking mechanism adopted in the
proceeding on an interim basis. in HECO's rate increase application based on a 2009 test year, HECO's pension asset
was not included in rate bass and tha amortization of the pension asset was not included in the revenue requirements.
In the settlement agraement and interim PUC decision in MECQ's 2007 test year rate case, MECQ's pension asset
($1 million as of December 31, 2007) was not included in MECQO's rate base and amortization of the pension asset was
not included as part of the pension tracking mechanism adopted in the proceeding on an interim basis.

As a result of tha 2007 interim orders, the Company has reclassified o a regulatory asset charges for retirement
benefits that would otherwise be recorded in AOCI pursuant to SFAS No. 158 (amounting to the elimination of a
potential charge to AQC! of $249 million pre-tax and $171 million pre-tax at December 31, 2008 and at December 31,
2007, respectively, compared to a retirement benefits pre-tax charge of $207 million at December 31, 2006).

Retirement benefits expense for the Company for 2008, 2007 and 2006 was $27 million, $27 million and
$22 million, respectively.
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Pension and other postretirement benefit plans information

The changes in the obiigations and assets of the Company’s retirement benefit plans and the changes in AOCI
(gross) for 2008 and 2007 and the funded staius of these plans and amounts related to these pfans reflected in the
Company's balance sheet as of December 31, 2008 and 2007 were as follows:

2008 2007

Pension Other Pension Cther
(in thousands) benefils benefits benefits benefits
Benefit chligation, January 1 $903,012 $181,926 $ 877,365 $186,359
Service cast 26,902 4,643 25,527 . 4,652
interest cost 53973 10,699 51,588 10,512
Actuarial {gain) loss (65,380) (12,541) {7.084) (10,871)
Benefits paid and expenses (45,6585) (9,167) {44,384) {8,926}
Benefit abligation, December 31 872,842 175,560 903,012 181,926
Fair value of plan assets, January 1 809,901 145,524 784,163 133,815
Actual retumn (loss) on plan assets (218,941) (40,378) 67,378 11,380
Employer contribution 5,284 8,402 2,846 9,293
Benefits paid and expenses {45,522) (9,152) {44,486) {8.974)
Fair valua of plan assets, December 31 550,732 104,386 809,501 145,524
Accrued benefit Nability, December 31 (322,110) (71,164) - (83,111) {36,402)
AQC!, January 1 (excluding impact of PUC D&0s) 153,208 15,909 176,057 31,258
Recognized during year — net recognized transition obligation - (3,130) 1 (3,130)
Recognized during year — priof service (cost)/credit 762 - 762 -
Regognizad during year — net acluarial losses (6,577) - (10,488) -
Qccurring during year — net acluarial losses (gains) 218,742 38,625 (13,128 {12,219)

366,133 51,404 153,206 15,809
Cumulative impact of PUC D80s (365,874) {54,365) {152,888) (18,120
AOCI, December 21 259 (2,9681) 38 {2,211}
Net actuarial loss 369,480 38,886 157,324 260
Priar service gain (3356} - {4,118) -
Net transition obligation - 12,518 - 15,649

366,133 51,404 153,206 15,909
Cumulative impact of PUC D&0s (365,874) {54,365) (152 888) (18,120)
AOCI, December 31 259 (2,961) 318 (2,211)
Income tax henefits {101) 1,152 (124) 860
AQCI, net of taxes, December 31 $ 158 $ (1,809) $ 1M $ (1,351)

The Company does not expect any plan assets to be returned to the Company during calendar year 2009,

Tha dates used to determina retirament benefit measurements for the dafined benefit plans were December 31 of
2008, 2007 and 2006.

The defined benefit pension plans’ ABQ, which do not consider projected pay increases (uniika the PBO shown in
the table above), as of December 31, 2008 and 2007 were $783 million and $794 million, respectively.

The Company's current estimate of contributions to the retirement benefit plans in 2009 is $31 million. The Pension
Protection Act provides that more conservative assumptions be used to value obligations if a pension plan's funded
status falls below certain levels. Depending on the funded stalus of the plans and whether tunding retief is provided
through legistation, the Company’s projected contribution level for the qualified pension plans for the 2010 plan year
could fall in a range between $76 million and $136 million. Other factors could cause required contribution levels to fall
outside this estimated range. Further, if the funded status of the pension plans continue to decline, restrictions on
participant benefit accruals may be placed on the plans.

As of December 31, 2008, the benefits expected to be paid under the retirement benaefit plans in 2009, 2010, 2011,
2012, 2013 and 2014 through 2018 amounted to $58 million, $61 miltion, $63 million, $65 million, $68 million and
$385 miilion, respectively.

The Company has determined the market-related value of retirement benefit pian assets by calculating the
difference between the expected return and the actual return on the fair value of the plan assets, then amortizing the
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difference over future years - 0% in the first year and 25% in years two io five, and finally adding or subtracting the
unamortized differences for the past four years from fair value. The methad includes a 15% range around the fair value
of such assels (i.e., 85% to 115% of fair value). If the market-relaled value is outside the 15% rangs, then the amount
outside the range will be recognized immediately in the calculation of annual net periodic benefit cost.

A primary goal of the plans is to achieve long-term asset growth sufficient to pay future benefit obiigations at a
reasonable level of risk. The investment policy target for defined henefit pension and OPEB plans reflects the
philosophy that long-term growth can best be achieved by prudent investments in equity securities while balancing
overall fund volatility by an appropriate allocation to fixed income securities. In order to reduce the level of portfolio risk
and volatility in returns, efforts have been made fo diversify the plans’ investments by asset class, geographic region,
market capitalization and investment style.

The weighted-average asset allocation of retirement defined benefit plans was as follows:

Pension benefits Other benefits
Invesiment policy Investment policy

Decernber 31 2008 2007 Targst Hangs 2008 2007 Target Range
Assal category

Equity securities 62% 2% 0% 65-75% 63% 70% 70% 65-75%

Fixed incoma 7 27 30 25-35% 37 30 30 25-35%

Other 1 1 1 - - - = - -

100% 100% 100% 100% 100% 100%

' Other includes aitarnative investmants, which are relativaly iliquid in nature and will remain as plan assets until an appropriate liquidation

opportunity oocurs.

The following weighted-average assumptions were used in the accounting for the plans:

Pension benefits Other benefils
Decembar 31 2008 2007 2006 2008 2007 2006
Benefil obligation
Discount rate 6.625% 6.125% 6.00% 6.50% 6.125% 6.00%
Rate of compsnsaticn increase 35 4.0 4.0 35 40 4.0
Net periodic benefit cost (years ended)
Discount rate 8.125 6.00 5.75 6.125 6.00 5.75
Expected return on plan assets 8.5 8.5 90 8.5 8.5 9.0
Rate of compensation increase 42 4.0 46 42 4.0 46

The Company based its selection of an assumed discount rate for 2009 net periodic cost and December 31, 2008
disclosure on a cash flow matching analysis that utilized bond information provided by Standard & Poor's for all non-
caltable, high quality bends (i.e., rated AA- or better) as of December 31, 2008. in selecting the expected rate of retumn
on plan assets of 8.25% for 2009 net periodic benefit cost, the Company considered economic forecasts for the types
of investments held by the plans (primarily equity and fixed income investments), the plans’ asset allocations and the
past parformance of the plans’ assets. The methods of selecting the assumed discount rate and expected return on
plan assets at December 31, 2008 did not change from Dacembar 31, 2007,

As of Dacember 31, 2008, the assumed health care irend rates for 2009 and future years were as follows: medical,
10.00%, grading down to 5.00% for 2014 and thereafter; dental, 5.00%; and vision, 4.00%. As of December 31, 2007,
the assumed health cara trend rales for 2008 and future years were as follows: medical, 10.00%, grading down to
5.00% for 2013 and thereafter; dental, 5.00%; and vision, 4.00%.
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The components of nel periodic benefit cost were as follows:

Pension benefits Oiher henefils

(in thousands)} 2008 2007 2006 2008 2007 2006
Service cost $26,902 $25,527 $26,719 $4,643 $4,652 $4,965
Interest cost 83973 51,588 48,348 10,699 10,512 10,337
Expected raturn on plan assets (65,191} (61,101) (64,467) (10,789) (8,778 {9,758)
Amortization of net transition cbligation ~ 1 2 3,130 3,130 3130
Amortization of net prior service gain (762) {762) (770} - - -
Amortization of nel actuarial loss 8,577 10,486 10,699 — - 388
Net periodic benefit cost 21,499 25,739 20,591 7,683 8,516 9,062
impact of PUC D&0s 5,859 1,195 - 1,038 187 -
Net periodic bensfit cost (adjusted for impact of

PUC D&0s) $27,358 $26,934 $20,531 $8,721 $8,703 $9,062

The estimated prigr service credit, net actuarial 1oss and net transition obligation for defined benefits pension plans
that will be amortized from AQCI or regulatory assel into net periodic pension benefit cost over 2009 are $0.7 million,
$14.7 million and nil, respectively. The estimated prior service cost, net actuarial loss and net transitional obligation for
other benefit plans that will be amortized from ACCI or regulatory asset into net periodic other than pension banefit
cost over 2009 are nil, $0.5 million and $3.1 million, respectively.

The Company recorded pension expense of $20 milfion, $20 million and $15 million and OPEB expense of
$7 million each year in 2008, 2007 and 2006, respectively, and charged the remaining amounts primarily to elactric
utility plant.

Al pension plans had ABOs exceeding plan assets as of December 31, 2008. The PBO, ABO and fair value of
plan assets for pension plans with an ABO in excess of plan assets were $4 million, $3 million and nil, respectively, as
of December 31, 2007, All other benefits plans had APBOs exceeding plan assets as of December 31, 2008 and
December 31, 2007.

The health care cost trend rate assumptions can have a significant effect on the amounts reported for other
benefits. As of December 31, 2008, a one-percentage-point increase in the assumed health care cost trend rates
would have increased the total service and interest cost by $0.1 million and the PBO by $2.5 million, and a one-
percentage-point decrease would have reduced the total service and interest cost by $0.2 million and the PBO by
$3.0 million.

11. Commitments and contingencies

Fuel contracts. HECO and its subsidiaries have contractual agreements to purchase minimum guantities of fuel oil
and diesel fugl through December 31, 2014 {at prices tied fo the market prices of petroleum products in Singapore and
Los Angeles). Based on the average price per barred as of January 1, 2009, the estimated cost of minimum purchasas
under the fuel supply contracts is $0.4 billion per year for 2009 through 2012 and a total of $0.9 billion for the period
2013 through 2014. Tha actual cost of purchases in 2008 and future years could vary substantially from this estimate
as a result of changes in market prices, quantities actually purchased and/or other factors. HECQ and its subsidiaries

putchased $1.2 billion, $795 million and $755 million of fuel under contractua! agreements in 2008, 2007 and 2006,
respectively.

Power purchase agreements. As of December 31, 2008, HECO and its subsidiaries had six firm capacity PPAs for a
total of 540 megawatts (MW) of firm capacity. Purchases from these six independent power producers (IPPs) and all
other IPPs totaled $690 millian, $537 million and $507 million for 2008, 2007 and 2006, raspectively. The PUC allows
rate recovery for energy and firm capacity payments to IPPs under these agreements. Assuming that each of the
agreements remains in place for its current term and the minimum availability criteria in the PPAs are met, aggregate
minimum fixed capacity charges are expected to be approximately $0.1 billion per year for 2009 through 2013 and a
1otal of $0.9 billion in the pericd from 2014 through 2030.
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In general, HECQ and its subsidiaries base their payments under the PPAs upon available capacity and energy
and they are generally not required to make payments for capacity i the contracted capacity is not availabte, and
payments are reduced, under certain conditions, if available capacity drops below contracled levels. In general, the
payment rates for capacity have been predetermined for the terms of the agreements. Energy payments will vary over
the terms of the agreements. HECQ and its subsidiaries pass on changes in the fuel compenent of the energy charges
to customers thraugh the ECAC in their rate schedules (see “Enargy cost adjustment clauses” below). HECO and its
subsidiaries do not operate, or participate in the operation of, any of the facilities that provide power under the
agreements. Title to the facilities does not pass to HECO or its subsidiaries upon expiration of the agreements, and the
agreements do not contain bargain purchase options for the facilities.

Hawail Clean Enerqy Initiative. In January 2008, tha State of Hawaii and U.S. Department of Energy (DOE) signed a
memorandum of understanding establishing the Hawaii Clean Energy nitiative (HCEI). The stated purpese of the HCE]
is to establish a long-term partnership between the State of Hawaii and the DOE that will result in a fundamental and
sustained transformation in the way in which energy resources are planned and used in the State. HECQ has been
working with the State and the DOE and other stakeholders to align the utility’s energy plans with the Stale's plans.

On October 20, 2008, the Govamor of the State of Hawaii, the State of Hawaii Depariment of Business, Econoric
Development and Tourism, the Division of Consumer Advocacy of the State of Hawaii Department of Commarce and
Consumer Affairs, and HECO, on behalf of itself and its subsidiaries, HELCO and MECO (collectively, the parties),
signed an Energy Agreement setting forth goals and objectives under the HCEI and the related commitments of the
parties (the Energy Agreement). The Energy Agreement provides that the parties pursue a wide rangs of actions with
the purpose of decreasing the State of Hawai's dependence on imported fossil fuels through substantial increases in
the use of renewabla energy and implementation of new programs intended to secure greater ensrgy efficiency and
conservation,

The parties recognize that the move toward a more renewable and distributed and intermittent power system will
pose increased operating challenges to the utilities and that there is a need to assure that Hawaii praserves a stable
electric grid to minimize disruption in service quality and reliability. They further recognize that Hawail needs a system
of utility regulation to transform the utilities from traditional sales-based companies o energy services companies while
preserving financially sound utilities.

Many of the actions and programs included in the Energy Agreement will require approval of the PUC in
proceedings that will need to be initiated by the PUC or the utilities.

Among the major provisions of the Energy Agreement most directly affecting HECO and its subsidiaries are the
following:

The Energy Agreement provides for the parties to pursue an overall goal of providing 70% of Hawaii's electricity
and ground transportation enargy needs from clean energy sources, including renewabla energy and energy efficiency,
by 2030. The ground transportation energy needs included in this goal include a contemplated move In Hawaii lo
electrification of transportation and the use of electric utility capacity in off peak hours to recharge vehicles and
batteries, To promota the transportation goals, the Energy Agreement pravides for the parties to evaluate and
implement incentives to encourage adoption of electric vehicles, and to lead by example by acquiring hybrid or electric-
only vehicles for government and utflity fleets.

To help achieve the HCEI goals, the Energy Agreement further provides for the parties to seek amendment to the
Hawaii Renewable Portfolio Standards (RPS) law (law which establishes renewable energy requirements for electric
utilities that sell efectricity for consumption in the State) to increase the current requirements from 20% to 25% by the
year 2020, and 1o add a further RPS goal of 40% by the ysar 2030. The revisad RPS law would also require that after
2014 tha RPS goal be met solely with renewable energy generation versus including energy savings from snergy
efficiency measures. However, enargy savings from energy efficiency measures would be countad toward the
achievament of the overall HCEI 70% goai.

In Dacember 2007, the PUC issued a D&O approving a stipulated RPS framework to govern alectric utilitias'
compliance with the RPS law. In a follow up order in December 2008, the PUC appraved a penalty of $20 for every
MWh that an electric utility is deficient under Hawaii's RPS law. The PUC noted, however, that this penalty may be
raduced, in the PUC’s discretion, due to events or circumstances that are outside an slectrle utility's reasonable
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control, to the extent the event or circumstance could not be reasonably foreseen and ameliorated, as described in the
RPS law and in the RPS Framework. In addition, the PUC ordered that: (1) any penalties assessed against HECO and
its subsidiaries for failure to meet the APS will go into the public benefits fund account used to support energy
efficiency and DSM programs and services, unless otherwise directed; and (2) the utifities will be prohibited from
recovering any RPS penalty costs through rates.

To further encourage the contributions of energy efficiency to the overall HCEI goal, the Energy Agreement
provides for the parties to seek establishment of energy efficiency goals through an Energy Elficiency Portfolio
Standard.

To help fund energy efficiency pragrams, incentives, program administration, customer education, and other
related program costs, as expended by the third-party administrator for the energy efficiency programs or by program
contractors, which may include the utilities, the Energy Agreement provides that the parties will request that the PUC
establish a Public Benefits Fund (PBF) that is lunded by collecting 1% of the utilities’ revenues in years one and two
after implementation of a PBF; 1.5% in years three and four; and 2% thereatter. Such PBF funds are expected to be
collected from customers in lieu of the amounts currently coltecled for specific existing DSM programs. In
December 2008, the PUC issued an order directing the utilities to collect revenue equal to 1% of the projected total
eleciric revenue of the utilities, of which 80% shall be collected via the DSM surcharge and 40% via the PBF
surcharge. Beginning January 1, 2009, the 1% is being assessed statewide. Such PBF funds are currently being
collected from customers in lieu of the amounts currently collected for specific existing DSM programs.

The Energy Agreement pravides for the establishment of a Clean Energy Infrastructura Surcharge (CEIS). The
CEIS, which will need to be approved by the PUC, is to be designed to expedite cost recovery for a variety of
infrastructure that supporls greater use of renewable energy or grid efficiency within the utility systems (such as
advanced metering, energy storage, interconnections and interfaces). The Energy Agreement provides that the
surcharge should be available to recover costs that would normally be expensed in the year incurred and capital costs
{including tha allowed retumn on investment, AFUDC, depreciation, applicable taxes and other approved costs), and
could also be used o recover costs stranded by clean energy initiatives. On November 28, 2008, HECO and the
Consumer Advocate filed a joint letter informing the PUC that the pending REIP Surcharge satisfies the Energy
Agreement provision for an implementation procedure for the CEIS recovery mechanism and that no further regulatory
action on the CEIS is necessary, and reaffiming that the REIP Surcharga is ready for PUC decision-making. In
February 2009, the PUC issued to the parties information requests prepared by its consultant,

HECO and its subsidiaries will continue to negotiate with developers of currently proposed projects (identified in
the Energy Agreement) to integrate approximately 1,100 MW from a variety of renewable energy sources, including
solar, biomass, wind, ocean thermal energy conversion, wave, and others. This includes HECO's commitment to
integrate, with the assistance of the State of Hawaii, up to 400 MW of wind power into the Oahu electrical grid that
would be imported via a yet-to-be-built undersea transmission cable system from wind farms proposed by developers
to be built on the islands of Lanai and/or Molokai. Utilizing technical resources such as the U.S. Department of Energy
national laboratories, HECO, along with the other parties, have committed o work together to evaluate, assess and
address the operational challenges for integrating such a large increment of wind into its grid system on QOahu. The
State and HECO have agreed to work logether to ensure the supporting infrastructure needed far the Oahu grid s in
place to reliably accommodale this farge increment of wind power, including appropriate additional storage capacity
investments and any required utility system connections or interfaces with the cable and the wind farm facilifies.

With respect to the undersea transmission cable system, the State has agreed to seek, with HECO and/or
developers’ reasonable assistance, federal grant or loan assistance to pay for the undersea cable system. In the event
federal funding is unavailable, the State wili employ its best effort to fund the undersea cable system through a prudent
combination of taxpayer and ratepayer sources. There is no obligation on the part of HECO to fund any of the cost of
the undersea cable. Howsever, in the event HECO funds any part of the cost to develop the undersea cable system and
assumes any ownership of tha cable system, all reasonably incurred capital costs and expenses are intended to be
recoverable through the CEIS.

As another method of accelerating the acquisition of renewable energy by the utilities, the Energy Agreement
includes support of the parties for the development of a feed-in tariff (FIT) system with standardized purchase prices
for renswable energy. The PUG is requested to conclude an investigative procesding by March 2009 to determine the
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best design {or FIT that support the HCEI goals, considering such factors as categories of renewables, size or
locatianal limits for projects qualifying for the FIT, what annual timits should apply to the amount of renewables allowed
to utilize the FIT, what factors to incorporate into the prices set for FIT payments, and other terms and conditions.
Based on these understandings, the Energy Agreement requires that the parties request the PUC to suspend the
pending intra-governmental wheeling and avoided cost (Schedule Q) dockets for a period of 12 months. On

Qctober 24, 2008, the PUC opened an investigative proceeding to examine the implementation of FITs. The utifities
and Consumer Advocate were named as initial parties to the procesding and almost twenty other parties were granled
intervention. The procedural schedule for the proceeding includes final position statemenis by the parties at the end of
March 2008, and panel hearings during the week of Aprit 13, 2009. On December 11, 2008, the PUC issued a scoping
paper prepared by its consultant that specified certain issues and questions for the parties to address and for the
utilities and the Consumer Advocate to consider in & joint FIT proposal, On December 23, 2008, the utilities and the
Consumer Advocate filed a joint proposal on FiTs that called for the establishment of simple, streamfined and broad
standard payment rates, which can ba offered to as many renewable technologies as feasible. It proposed that the
initial FIT be focused on photovoltaics (PV), concentrated solar power (CSPY), in-line hydropower and wind, with
individual project sizes targeted to provide a greater likelihood of mare straightforward interconnection, project
implementation and use of standardized energy rates and power purchase contracting. The FIT would be regularly
reviewed to update tariff pricing to applicable technologies, project sizes and annual targets. An FIT update would be
conducted for all islands in the utifities’ sarvice territary not later than two years after initlal implementation of the FIT
and every three years thereafter. The proposed initial farget project sizes are:

s PV systems up to and including 500 kilowatts (kW) on Oahu, PV systems up to and including 250 kW on Maui

and the island of Hawaii and PV systems up 1o and including 100 kW on Lanai and Molokai.

» C8P systems up 1o and including 500 kW on Qahu, Maui, and the island of Hawaii and up to and including 100

kW on Lanai and Molokai.

» In-ine hydropower systems up to and including 100 kW on Qahu, Maui, Lanai, Molokai and the island of

Hawaii. :

o Wind power systems up to and including 100 kW on Oahu, Maui, Lanal, Molokai and the island of Hawaii,

The FIT joint proposal also recommended that no applications for new net energy metering contracts be accepted
once the FIT is formally made available to customers (although existing net energy metering systems under contract
would be grandfathered), and no applications for new Schedule Q contracts would be accepted once an FIT is formaily
made available for the resource type. Scheduls Q wouid continue as an option for qualifying projects of 100 kW and
less for which an FIT is not available.

The Energy Agreement also provides that system-wide caps on net energy metering should be removed. Instead,
all distributed generafion interconnections, including net metered systems, should be timited on a per-circuit basis to no
more than 15% of peak circuit demand, to encourage the development of mare cost effective distributed resources
while still maintaining safe reliable service.

The Energy Agreement includes support of the partles for the development and use of renewable biofuels for
electricity generation, including the testing of the technical feasibility ot using biofuel or biofuei blends in HECO,
HELCO and MECOQ generating units. The parties agree that use of biofuels in the utilities’ generaling units, particuiarly
biofuets from local sources, can contribute to achieving RPS requirements and decreasing greenhouse gas emissions,
while avoiding major capital investment for new, replacement generation.

In recognition of the need to recover the infrastructure and other investments required to support significantly
increased levels of renewable energy and to eliminate the potential conflict between encouraging energy efficiency and
conservation and lower sales revenues, the parties agree that it is appropriate to adopt a regulatory rate-making
model, which is subject to PUC approval, under which HECO, HELCO and MECO revenues would be decoupled from
KWH sales. if approved by the PUC, the new regulatory model, which is similar to the reguiatory models currently used
in California, would employ a revenue adjustmeni mechanism to frack on an ongoing basis the differences batween the
amount of revenues allowed in the last rate case and (a) the current costs of providing electric service and (b) a
reasonable retum on and return of additional capital investmentin the electric system. On October 24, 2008, the PUG
opened an investigative proceeding to examine implementing a decoupling mechanism for the utilities. In addition to
the utilities and the Consumer Advocate, there are six other parties in the proceeding, The utilities and the Consumer
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Advocate submitted separate proposals for consideration by the parties in January 2009. The schedule for the
proceeding includes technical workshops on the proposals, final position statements of the parties to be submitted in
May 2009, and panel hearings during the week of June 29, 2009

The utilities would also continue to use existing PUC-approved tracking mechanisms for pension and other post-
retirement benefits, The utilities would also be allowed an automatic revenue adjustment mechanism to reflect changes
in state or federal tax rates. The PUC will be reguested to incorporate implementation of the new regulatory model in
the PUC's future interim decision and order (D&Q) in HECO's 2009 test year rate case. The Energy Agreement also
contemplates that additional rate cases based on a 2009 test year will be filed by HELCO and MECQ in order lo
provide their respective baselines for implementation of the new regulatory model.

The Energy Agreement confirms that the existing ECAC will continue, subjgct to periodic review by the PUC. As
part of that review, the parties agree that the PUG will examine whether there are renewable energy projects from
which the utilities should have, but did not, purchase energy or whether alternate fuel purchase strategies were
appropriately used or not used.

With PUC approval, a separate surcharge would be established to allow HECO and its subsidiaries to pass
through all reasonably incurred purchased power cosis, including all capacity, oparation and maintenance expenses
and other non-energy payments approved by the PUC which are currently recovered through base rates, with the
surcharge to be adjusted monthly and reconciled quarterly.

The Energy Agreement includes a number of other undertakings intended fo accomplish the purposes and goals of
the HCEI, subject to PUC approval and including, but not limifed to: (a) promoting through specifically proposed steps
greater use of solar energy through solar water heating, commercial and residential photovoltaic energy installations
and concentrated solar power generation; (b} providing for the retirement or placement on resarve standby status of
older and less efficient fossil fugl fired generating units as new, renewable generation is installed; (c) improving and
expanding “load management” and “demand response” programs that allow the utilities to control customer loads to
improve grid reliability and cost management; (d) the filing of PUC applications this year for approval of the installation
of Advanced Matering Infrastructure, couplad with time-of-use or dynamic rate options for custamers; {e) supporting
prudent and cost ffective investments in smart grid technologies, which become even more imporiant as wind and
sofar generation is added to the grid; (f) including 10% of the energy purchased undar FITs in each utility’s respective

rate basa through January 2015; and (g} delinking prices paid under all new renewable energy contracts from oil
prices.

Interim Increases. On April 4, 2007, the PUC issued an interim D&O in HELCO's 2006 test year rate case granting a
general rate increase on tha istand of Hawall of 7.58%, or $25 million, which was implemanted on April 5, 2007,

On Qctober 22, 2007, the PUC issued, and HECO immediatsly implemented, an interim D&O in HECO’s 2007 test
year rate case, granting HECO an increase of $70 million in annual revenues, a 4.96% increase over rates effective at
tha time of the interim decision ($78 million in annual revenues over rates granted in the final decision in HECO's 2005
test year rate case).

On Dacamber 21, 2007, the PUG issued, and MECO immediately implemented, an interim D&O in MECO's 2007
test year rate cass, granting MECO an increase of $13 million in annual revenues, or a 3.7% increase.

As of December 31, 2008, HECO and its subsidiaries had recognized $145 million of revenues with respect to
interim orders {$5 milllon related to interim orders regarding certain intagrated resource planning costs and
$140 miltion related to interim orders regarding general rate increase requests). Revenue amounts recorded pursuant
to interim orders are subject to refund, with interest, panding a final order.

Energy cost adjustment clauses. Hawaii Act 162 was signed into law in June 2006 and requires that any automatic

tuel rate adjustment clause requested by a public utility in an application filed with the PUC be designed, as datermined
in the PUC's discretion, to {1) fairly share the risk of fue! cost changes between the utility and its customers, (2) provide
the utility with incentive to manage or lower its fuel costs and encourage greater use of renewable energy, (3) allow the
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utility to mitigate the risk of sudden or frequent fuel cost changes that cannot otherwise reasonably be mitigated through
commercially reasonable means, such as through fuei hedging contracts, (4) preserve the utility's financial integrity, and
(6) minimize the utility's need to apply for frequent general rate increases for fuel cost changes. While the PUC already
had reviewed the automatic fuel adjustment clauses in rate cases, Act 162 requires that these five specific factors be
addressed in the record.

In May 2008, the PUC issued a final D&G in HECO's 2005 test year rate case in which the PUC agreed with the
parties' stipulation in the progeeding that it would not require the parties in the proceeding to submit a stipulated
procedural schedule to address the Act 162 factors in the 2005 test year rale case proceeding, and stated it expected
HECO and HELCO to develop information relating to the Act 162 factors for examination during their next rale case
proceedings,

In the HELCO 2006 test year rate case, the filed testimony of the Consumer Advocate’s consultant concluded that
HELCQ's ECAC provides a fair sharing of the risks of fuel cost changes between HELCO and its ratepayers in a manner
that preserves the financial integrity of HELCO without the need for frequent rate filings. In April and December 2007, the
PUC issued interim D&Os in the HELCO 2006 and MECO 2007 test year rate cases that reflected for purposes of the
interim order the continuation of their ECACs, consistent with agreements reached betwean the Consumer Advocate and
HELCO and MECO, respectively. The Consumer Advocate and MECO agreed that no further changes are required to
MECQ's ECAG in order to comply with the requirements of Act 162.

In September 2007, HECQ, the Consumer Advocate and the federal Department of Defanse (DOD) agreed that the
ECAC should continue in its present form for purposes of an interim rate increase in the HECO 2007 test year rate case
and stated that they are continuing discussions with respect to the final dasign of the ECAC to be proposed for approval in
the final B&Q. In October 2007, the PUC issued an interim D&O0, which reflected the continuation of HECO's ECAC for
purposas of the interim increase.

Management cannot predict the ultimate effect of the required Act 162 analysis on the continuation of the utilities'
exisling ECACs, but the Energy Agreement confirms the infent of the parties that ths existing ECACs will continue,
subject to periodic review by the PUC, As part of that periodic review, the parties agree that the PUC will examine
whether there are renewable energy projects from which the utility should have, but did not, purchase energy or whether
alternate fuel purchass sirategies were appropriately used or not used.

In December 2008, HECO filed updates to its 2009 tast year rate case. The updates proposad the establishment of a
purchased power adjustment clause to recovar non-energy purchased power costs, pursuant to the Enargy Agreement
provision stating the wtilities *will be allowed to pass through reasonably incurred purchase power contract costs, including
all capacity, operation and maintenance (O&M) and other non-energy payments® approved by the PUC through a
separate surcharge. The purchased power adjustment clause will bs adjusted monthly and reconciled quarterly.

On December 30, 2008, HECO and the Consumer Advocata filad joint proposed findings of fact and conclusions of
law in the HECO 2007 test year rate case, which stated that, given the Energy Agreement, which documents a courss of
action to make Hawaii energy independent and recognizes the need to maintain HECO's financial health while achieving
that objective, as well as the overwhelming support in the record for maintaining the ECAC in its current form, the PUC
should determine that HECO's proposed ECAC complies with the raquirements of Act 162.

Major projects. Many public utility projects require PUC approval and various permits from other govemmental

agencies. Difficulties in obtaining, or the inability to obtain, the necessary approvals or permits can result in significantly
increased project costs or even cancellation of projects. Further, completion of projects is subject to various risks, such as
problems or disputes with vendors. In the event a project does not proceed, or if the PUC disallows cost racovery for all or
part of the project, project costs may need to be written off in amounts that could resuit in significant reductions in HECO's
consolidated net income. Significant projects (with capitalized and deferred costs accumulated through Decamber 31,
2008 noted in parentheses) include generating unit in and transmission line to Campbell Industrial Park ($96 million),
HECQO's East Oahu Transmission Project ($38 miltion), HELCO's ST-7 ($55 million) and a Customer Information system
{$20 million).

Campbel! Industrial Park (CIP) generating unit. HECO is buiiding a new 110 MW simple-cycle combustion turbine
(CT) generating unit at CIP and plans to add an additional 138 kilovolt transmission line to transmit power from
generating units at CIP {including the new unit) to the rest of the Oahu slectric grid (collectively, the Project). Plans are
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for the CT 1o be run primarily as a “peaking” unit beginning in mid-2009, fueled by biodiesel, On December 15, 20085,
HECQ signed a contract with Siemens to purchase a 110 MW CT unit.

HECO's Final Environmental Impact Statement for the Project was accepted by the Department of Planning &
Permitting of the City and County of Honolulu in August 2008. In December 2008, HECO filed with the PUC an
agreement with the Consumer Advocate in which HECO committed to use 100% biofuels in its new plant and to take
the steps necessary for HECO to reach that goal. In May 2007, the PUC issued a D&O approving the Project and the
Hawaii Depariment of Health {DOH) issued the final air permit, which became effective at the end of June 2007. The
D&O turther stated that no part of the Project costs may be included in HECO's rate base unless and until the Project is
in fact installed, and is used and useful for public utility purposes. HECO's 2009 test year rate case application, filed in
July 2008, requests inclusion of the Project investment in rate base when the new unit is placed in service {expected to
be at the end of July 2009). Construction on the Project began in May 2008.

In a related application filed with the PUC in June 2005, HECO requested approval of community benefit measures
to mitigale the impact of the new generating unit on communities near the proposed generating unit site. In June 2007,
the PUC issued a D&O which (1) approved HECO's request to commit funds for HECQ's nroject to use recycled instead
of potable water for industrial water consumption at the Kahe power plant, (2) approved HECO's requast to commit
funds for the enviranmental monitoring pragrams and {3) denied HECO's request io provide a base electric rate
discount for HECO’s residential customers who live near the proposed generation site. The approved measures are
estimated to cost $9 miilion (through the first 10 years of implementation).

Ag of December 31, 2008, HECC's cost estimate for the Project (exclusive of the costs of the community benefit
measures described above) was $186 million (of which $96 million had been incurred, including $4 million of AFUDC)
and autstanding commitments for materials, equipment and outside services totaled $43 million. Management believes
no adjustment to project costs is required as of December 31, 2008. However, if it becomes probable that the PUC will
disallow some or all of tha incurred costs for rate-making purposes, HECO may be required to write off a material
portion or afl of the project costs incurred in its efforts to put the project into service whather or not it is complated.

In August 2007, HECO entered into a contract with imparium Services, LLC {Imperium), to supply biodiesel for the
planned generating unit, subject to PUC approval. Imperium agreed to comply with HECO's procurement policy
requiring sustainable sources of biofuel and bicfuel feedstocks. in October 2007, HECO filed an application with the
PUC for approval of this bicdiesel supply contract. An evidentiary hearing on the application was held in October 2008.
Due to deteriorating market conditions in the biodiesal industry, imperium requasted that HECO enter into negotiations
to amend the originat contract terms in order for Imperium to supply the biodiesel. In January 2009, HECO filad an
amended biofuel supply contract with the PUC. In February 2009, HECO filed with the PUC a related terminaliing and
trucking agreement with Aloha Petroleum, Ltd. to support the delivery and storage of biodiesel from Imparium. In
February 2009, the PUC approved modifications to the procedural schedule for this proceeding, calling for a re-opening
of the avidentiary hearing in March 2009.

East Qahu Transmission Project (EOTP). HECO had planned a project (EOTP) to construct a part underground
138 kilovolt (kV) line in order to close the gap between the southarn and northern transmission corridors on Qahu and
provide a third transmission fine to a major substation, However, in 2002, an application for a permit, which would have
allowed construction in a route through conservation district lands, was denied.

HECO continued to believe that the proposed reliability project was needed and, in 2003, filed an application with
the PUC requesting approval to commit funds (then estimated at $56 million; see costs incurred below) for an EQTP,
revised to use a 46 kV system and modified route, none of which is in conservation district lands. The environmental
raview process for tha EOTP, as revised, was completed in 2005.

In written testimony filed in 2005, a consultant for the Consumer Advocate contended that HECO should always
have planned for a project using only the 46 kV system and recommended that HECO be required to expense the
$12 million incurred prior to the denial of the permit in 2002, and the related aliowance for funds used during
construction (AFUDC) of $5 million at the time. HECO contested the consuitant's recommendation, emphasizing that
tha ariginally proposed 138 kV line would have been a more comprehensive and robust solufion to the transmission
concemns the project addresses. In October 2007, the PUC issued a final D&QO approving HECO's request 1o expend
funds for the EQTP, but stating that the issue of recovery of the EOTP costs would be determined in a subsequent rate
case, after the project is installed and in service.

33



PUC-IR-191

DOCKET NO. 2008-0083
ATTACHMENT 2

PAGE 35 OF 45

The project is currently estimated to cost $74 million and HECO plans to construct the EOTP in twa phases. The
first phase is currently in construction and projected to be completed in 2010. The projected completion date of the
second phase is being evaluated.

As of December 31, 2008, the accumulated costs recorded for the EOTP amounted to $38 millien, including
(i) $12 million of planning and permitting costs incurred prior to 2003, (ii} $8 million of planning, permitting and
construction costs incurred after 2002 and (fii) $18 million for AFUDC, Management believes no adjustment to project
costs is required as of December 31, 2008, However, if it becomes probable that the PUC will disaliow some or all of
the incurred costs for rate-making purposes, HECQ may be required to write off a material portion or all of the project
costs incurred in its efforts to put the project into service whether ar not it is completed.

HELCQ generating units. In 1981, HELCO began planning io meet increased demand for electricity forecast for
1994. HELCO planned to install at its Keahole power plant two 20 MW combustion turbines (CT-4 and CT-5), followed
by an 18 MW heat recovery steam generator (ST-7), at which time the units would be converted to a 56 MW (net} dual-
irain combined-cycle unit. In January 1994, the PUC approved expenditures for CT-4, In 1995, the PUC allowed
HELCO o pursue construction of and commit expenditures for CT-5 and ST-7, but noted that such costs are not to be
included in rate base untl the project is installed and “is used and useful for utifity purposes.”

There were a number of environmental and other permitting challenges to construction of the units, including
several lawsuits, which resulted in significant delays. However, in 2003, all but one of the parties actively opposing the
plant expansion project entered into a settlsment agreement with HELCO and several Hawaii regulatory agencies (ihe
Settlement Agreement) intended in part to permit HELCO to complete CT-4 and CT-5. The Settlement Agreemant
required HELCO to undertake a number of actions, which have been completed or are ongoing. As a result of the final
resolution of various proceedings due primarify to the Seftiement Agreement, there are no pending fawsuits involving
the project.

CT-4 and CT-5 became operational in mid-2004 and currently can be operated as required to mest its system
needs, but additional noise mitigation work is ongoing to ensure compliance with the applicable night-time noise
standard.

HELCO has completed engineering and design activities and construction work for ST-7 is progressing towards
completion in mid-2008. As of December 31, 2008, HELCO's cost estimate for ST-7 was $92 miffion (of which
$55 million had been incurred) and outstanding commitments for materials, equipment and outside services totaled
$28 million, a substantial portion of which are subject to cancellation charges.

CT-4 and CT-5 costs incurred and aflowed. HELCO's capitalized costs for CT-4 and CT-5 and related supporting
infrastructure amounted to $110 million. HELCO sought recovery of these ¢osts as part of its 2006 test year rate
case.

In March 20067, HELCOQ and the Consumer Advocate reached a seftlement of the issues in the 2006 rate case
proceeding, subject to PUC approval. Under the settlement, HELCO agreed to write-off approximately $12 million of
the costs relating to CT-4 and CT-5, resulting in an after-tax charge to net incoms in the first quarter of 2007 of
$7 million {included in *Other, net’ under “Other income (loss)” on HECQ's consolidated statement of income).

In Aprii 2007, the PUC issued an interim D&Q granting HELCO a 7.58% increase in rates, which D&Q reflected the
agreement to write-off $12 million of the CT-4 and CT-5 costs. However, the interim D&O does not commit the PUC to
accept any of the amounts in the interim increase in its final D&O,

If it becomes probable that the PUC will disallow for rate-making purposes additional CT-4 and CT-5 costs in its
final D&O or disallow any ST-7 costs, HELCO will be required to record an additional write-off.

HCE! Projects. While much of the renewable energy infrastructure contemplated by the Energy Agreement will be
developed by cthers {e.g., wind piant develocpments on Molokal and Lanai producing in aggregate up to 400 MW of
wind power would be owned by a third-party developer, and the undersea cable system to bring the power generated
by the wind plants to Oahu is currently planned to be owned by the State), the utilities may be making substantial
invesiments in related infrastructure.

In the Energy Agreement, the State agrees to support, facilitate and help expedite renewable projects, including
gxpediting permitting processes.
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Environmental requlation. HECO and its subsidiaries are subject to environmental faws and requlations that regulate
ihe operation of existing facilities, the construction and operation of new facilities and the proper cleanup and disposal
of hazardous waste and toxic substances.

HECO, HELCO and MECQ, like other utilities, periodically experience petroleum or other chemical releases into
the environment associated with current operations and report and take action on these releases when and as required
by appiicable law and regulations. Except as otherwise disclosed herein, the Company believes the costs of
responding to releases identified to date will not have a material adverse effect, individually or in the aggregate, on its
financiai statements.

Additionally, current environmenial laws may require HECO and its subsidiaries to investigate whether releases
from historical operations may have contributed to environmental impacts, and, where appropriate, respond to such
releases, even if they were not inconsistent with law or standard industrial practices prevailing at the time when they
occurred, Such reieases may involve area-wide impacts contributed to by multipie potentiaily responsible parties.

Honolutu Harbor investigation. HECO has been involved since 1995 in a wark group with several other potentially
rasponsible parties (PRPs} identified by the DOH, including oil companies, in investigating and responding to historical
subsurface petrolaum contamination in tha Honolulu Harbor area. The U.S. Environmental Protection Agency (EPA)
became involved in the investigation in June 2000. Some of the PRPs (the Panticipating Panies) entered into a joint
defense agreament and ultimately entered an Enforceable Agresmant with the DOH. The Participating Parties are
funding the investigative and remediation wark using an interim cost allocation method {subject to a final aflocation)
and have organized a limited liability company to perform the work. Although the Honolulu Harbor investigation
involves four units—Iwilei, Downtown, Kapalama and Sand Island, to date all the investigative and remedial work has
focused on the Iwilei Unit.

Besides subsurface investigation, assessments and preliminary oil removal tasks that have been conducted by the
Participating Parties, HECQ and others investigated their ongoing oparations in the Iwilei Unit in 2003 to evaiuate
whether their facllites wers active sources of petraleum contamination in the area. HECO's investigation concluded
that its facilities were not then releasing petroleum. Routine maintenance and inspections of HECQ facilities since then
confirm that they are not currently releasing petroteum,

For administrative management purposes, the |wilei Unit has been subdivided into four subunits. The Participating
Partigs have developed analyses of various remedial alternatives for the four subunits. The DOH uses the analyses to
make a final determination of which remedial aitematives the Participating Parties will be required to implement. Once
the DOH makes a remedial determination, the Participating Partles are required to develop remedlal designs for the
various elements of the remedy chosen. The DOH has completed remedial determinations for two subunits to date and
the Participating Parties have initiated the remedial design work for those subunits. The Participaling Parties anticipate
that the DOH will complete the remaining remediat determinations during 2009 and anticipate that all remedial design
work wilt be completed by the end of 2009 or early 2010. The Participating Parties will begin implementation of the
remedial design elements as they are appraved by the DOH.

Through December 31, 2008, HECO has accrued a total of $3.3 million (including $0.4 million in the first quarter of
2008) for estimates of HECQ's share of costs for continuing investigative wark, remedial activities and monitoring for
the lwilei unit. As of December 31, 2008, the remaining accrual {amounts expensed less amounts expended) for the
Iwilei unit was $1.8 million. Because (1) the full scope of work remains 10 b determined, (2) the final cost allocation
methed among the PRPs has not yet been established and (3) management cannot estimate the costs to be incurred
(if any) for the sites other than the Iwilei unit {such as its Honolulu power plant located in the Downtown unit of the

Honolulu Harbor site), the cost estimate may be subject to significant change and additional material costs may be
incurred.

Reaional Haze Aule amendments. in June 2005, the EPA finalized amendments to the July 1999 Regional Hazs
Rule that require emission controls known as best available retrofit technology (BART) for industrial facilities emitting
air pollutants that reduce visibility in National Parks by causing or contributing to regional haze. States were to adopt
BART implementation plans and schedules in accordance with the amended regional haze rule by Decembar 2007.
After Hawaii adopts its plan, which il has not done to date, HECO, HELCO and MECO will evaluate the plan's impacts,
if any. if any of the utiliies’ generating units are ultimately required to instail post-combustion control technologies to
meet BART emission limits, the resulting capital and operation and maintenance costs could be significant.
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Hazardous Air Pollutant (HAP) Conirol. In February 2008, the federal Circuit Court of Appeals for the District of
Columbia vacated the EPA’s Delisting Rule, which had removed coal- and ail-fired electric generating units (EGUs)
from the list of sources requiring control under Section 112 of the Clean Air Act. The EPA’s request for a rehearing was
denied. The EPA is thus required to develop Maximum Achievable Control Technology (MACT) standards for cil-fired
EGU HAP emissions, including nickel compounds. Depending on ihe MACT standards developed (and the success of
a potential challenge, after the MACT standards are issued, that the EPA inappropriately listed cil-fired EGUs intially),
costs to comply with the standards could be significant, The Company is currently evaluating its options regarding
potential MACT standards for applicable HECO steam units.

In October 2008, the EPA patitioned the U.S. Supreme Court to review the decision of the Circuit Court of Appeals
for the District of Columbia vacating the EPA’s Delisting Rule. Also, an industry group is seeking review of the Delisting _
Rule decision. On February 6, 2009, the EPA filed a motion with the Supreme Court to withdraw its petition for review.
In the motion, the EPA indicated that it would begin rulemaking to establish MACT standards for EGUs. Management
cannot predict if the Supreme Court will grant the industry petitioners’ request for review and is evaluating options

available regarding the rulemaking if the Supreme Court rejects industry petitioners’ request for review or upholds the
Court of Appeals decision.

Clean Water Act. Section 316(b) of the federal Clean Water Act requires that the EPA ensure that existing power
plant cooling water intake struclures reflect the best technology available for minimizing adverse environmentat
impacts. In 2004, the EPA issued a rule establishing design, construction and capacity standards for existing cooling
water intake structures, such as those at HECQ's Kahe, Waiau and Honolulu generating stations, and required
demonstrated compliance by March 2008. The rule provided a number of compiiance options, some of which were far
less costly than others. HECO had retained a consultant that was developing a cost effective compliance strategy.

In January 2007, the U.S. Circuit Court of Appeals for the Second Circuit issued a decision that remanded for
further consideration and proceedings significant portions of the rule and found other portions to be impermissible. In
July 2007, the EPA formally suspended the rule and provided guidance to federal and state permit writers that they
should use their “best professional judgment” in determining permit conditions regarding cooling water intake .
requirements at existing power plants. HECO facilities are subjact to permit renewal in mid-2009 and may be subject to
new permit conditions fo address cooling water intake requirements af that time. In April 2008, the U.S. Supreme Court
agreed to review the Court of Appeal’s rejection of a cost-benefit test to determine compliance options. The Supreme
Court heard the case in December 2008 and a decision is anticipated in the first half of 2009. If the Supreme Court
affirms the Court of Appeal's decision, the compliance options available 1o HECO are reduced. Due to the unceriainties
regarding the Court of Appeal’s decision, management is unable to predict which complianca options, some of which
could entail significant capital expenditures tc implement, will be appticable to its facilities,

Collective bargaining agreements, As of Dacember 31, 2008, approximately 57% of the Company’s employees
were members of the International Brotherhood of Electrical Workers, AFL-CIO, Local 1260, Unit 8, which is the only
union reprasenting employees of the Company. On March 1, 2008, members of the union ratified new collective
bargaining and benefit agreements with HECQ, HELCO and MECO. The new agreements cover a three-year term,
from November 1, 2007 to October 31, 2010, and provide for non-compoundad wage increases of 3.5% effective
November 1, 2007, 4% effective January 1, 2008 and 4.5% effective January 1, 2010,

Limited insurance. HECO and its subsidiaries purchase insurance to protect themselves against loss or damage to
their properties against claims made by third-parties and employees. However, the protection provided by such
insurance is limited in significant respects and, in some instances, there is no coverage. HECO, HELCO and MECO's
overhead and underground transmission and distribution systems (with the exception of substation buildings and
contents) have a replacement value roughly estimated at $4 billion and are uninsured. Similarly, HECO, HELCO and
MECQ have no business interruption insurance. If a hurricane or other uninsured catastrophic natural disaster were to
occur, and if the PUC were not to allow the utilities to recover from ratepayers restoration costs and revenuss lost from
business interruption, their results of operations and financial cendition could be materially adversely impacted. Also,
certain insurance has substantial “deductibles”, limits on the maximum amounts that may be recovered and exclusions
or limitations of coverage for claims related to certain perils. If a series of losses occurred, such as from a series of
lawsuits in the ordinary course of business, each of which were subject to the deductible amount, or if the maximum

36



PUC-IR-191

DOCKET NO. 2008-0083
ATTACHMENT 2

PAGE 38 OF 45

limit of the available insurance were substantially exceeded, HECQ, HELCO and MECO could incur losses in amounts
that would have a material adverse effect on its results of operations and financial condition.

12. Regulatory restrictions on distributions to parent

As of December 31, 2008, net assets (assets less liabilities and preferred stock) of approximately $506 miltion
were not available for iransfer to HEI in the form of dividends, leans or advances without regulatory approval.,

13. Related-party transactions

HEI charged HECO and its subsidiaries $4.7 million, $3.4 million and $3.4 million for general management and
adminisirative services in 2008, 2007 and 2006, respectively. The amounts charged by HE} to its subsidiaries are
allocated primarily on the basis of actual labor hours expended in providing such services.

HECO’s short-term borrowings from HEI fluctuate during the year, and totaled $41.6 million and nil at
December 31, 2008 and 2007, respectively. The interest charged on short-term borrowings from HEI is based on the
lower of HEPs or HECO's effective weighted average short-term external borrowing rate. If both HEl and HECO do not
have short-term external borrowings, the interest is based on the average of the effective rate for 30-day dealer-placed
comemercial paper quoted by the Watt Street Journal,

Borrowings among HECO and its subsidiaries are aliminated in consolidation. Interest charged by HEI to
HECO was de minimis in 2008, 2007 and 2006.

14. Significant group concentrations of credit risk

HECQ and its utility subsidiaries are reguiated operating electric public utilities engaged in the generation,
purchase, transmission, distribution and sale of electricity on the istands of Qahu, Hawaii, Maui, Lanai and Molokai in
the State of Hawail. HECO and its utility subsidiaries provide the only electric public utility service on the islands they
serve. HECO and its utility subsidiaries grant credit to customers, all of whom reside or conduct businass in the State
of Hawaii.

15. Fair value of financial instruments

Fair value estimates are based on the price that would be received to sell an assef, or paid upon the transfer of a
liability, in an orderly transaction between market participants at the measurement date. The fair value estimates are
generally determined based on assumptions that market participants would use in pricing the asset or liability and are
based on market data obtained from independent sources. Howaver, in certain cases, the Company Uses its own
assurnptions about market participant assumptions based on the best information available in the circumstances.
These valuations are estimates at a specific point in fime, based on relevant market information, information about the
financial instrument and judgments regarding future expected loss experience, economic conditions, risk
characteristics of various financial instruments and other factors. Thase estimates do not reflect any premium or
discount that could result if the Company were to sell its entire holdings of a particular financia! instrument at one time.
Because no market exists for a portion of the Company's financial instruments, fair value estimates cannot be
determined with precision. Changes in the underlying assumptions used, including discount rates and estimates of
future cash flows, could significantly affect the estimates. Fair value estimates are provided for certain financial
Instrumants without attempting to estimate the valus of anticipated future business and the value of assets and
liabilities that are not considered financial instrumants. In addition, the tax ramifications related to the realization of the
unrealized gains and losses could have a significant effect on fair value estimates and have not been considered,

The Company used tha following metheds and assumptions to estimata the fair value of each applicable class of
financial instruments for which it is practicable to estimate that valus:

Cash and equivalents and short-term borrowings

Thae carrying amount approximated fair value because of the short maturity of these instruments.
Long-term debt

Fair value was obtained from a third-party financial services provider based an the current rates offered for debt of
the sama or similar remaining maturities.
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Oft-balance sheet financiat instruments
Falr value of HECO-cbligated preferred securities of trust subsidiaries was based on quoted market prices.

The estimated fair values of the financial instruments held or issued by the Company were as follows:

December 31 2008 2007
Estimated Estimated
Carrying fair Carrying fair
{in thousands) Amount valus amount value

Financial assets:

Cash and squivalents $ 6,901 $ 6901 $ 4,678 $ 4,678
Financial liabilities: .
Short-term borrowings from nonaffiliates - - 28,791 28,791
Long-term debt, net, including amounts
due within cne year 904,501 660,380 885,099 904,092

Off-balance sheet item;
HECO-obligated preferred securities of trust
subsidlary 50,000 40,420 50,000 46,200

16. Sale of non-electric utility property

In August 2007, HECO sold land and a building that executives and management had been using as a recreational
facility. The sale of the non-electric utility property resulted in an after-tax gain in the third quarter of 2007 of
approximately $2.9 million.

17. Consolidated quarterly financial information (unaudifed)
Selected quarterly consolidated financial information of the Company for 2008 and 2007 follows:

Year
Quarters ended ended
2008 March 31 June 30 Sept. 30 Dec. 31 Dec. N
(in thousands)
Operating revenues (4 $622,494 $686,647 $826,124  $718,374 $2,853,639
Operating incoma 1) 34,666 37,388 35414 22,469 129,937
Net income for common stock 1) 24,585 27,432 25,932 14,026 91,975
Year
Quarters ended ended
2007 March 31 June 30 Sept. 30 Dec. A Dec. 31
(in thousands)
Operating revenues )m) $446,797 $491249  $561,720  $597,192 §$2,096,958
Operating income @3 19,503 21,222 20,736 38,814 100,275
Net incoma for common stock @y 453 10,650 12,875 28,178 52,156

Note:  HEl awns all of HECO's comman stock, therefore par share data is not meaningful,
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For 2008, amounts include interim rate relief for HECO (2007 test year), HELCO (2008 test year) and MECO {2007 test year). The
faurth quarter of 2008 includes a reduction of $1.3 million, net of taxes, of revenues related 16 prior periods.

For 2007, amounts include interim rate relief for HECO {2005 test year; 2007 tast year since October 22, 2007), HELCO (2006
test year sinca April 5, 2007} and MECQ {2007 tast year since December 21, 2007).

The third quarter of 2007 includes a $9 million, net of tax benefits, reserve accrued for the polential refund (with interest) of a
portion of HECO's 2005 test year interim rate increase.

Tha first quarter of 2007 includes a $7 mitlion, net of tax benefits, write-off of plant in service costs at HELCO as part of &
settlemant in HELCO's 2006 test year rata case.
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Explanation of Reclassifications and Eliminations on Consolidating Schedules
Hawsailan Electrie Company, Inc. and Subslidiaries as of and for the year ended December 31, 2008

(1] Eliminations of intercompany receivables and payables and other intercompany transactions.

[2] Elimination of investment in subsidiaries, carried at equity.

[3]  Reclassification of preferred stock dividends of Hawaii Electric Light Company, Inc. and Maui Electric
Company, Limited and of accrued income taxes for financial statement presentation.
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Consolidating Schedule - Income (Loss) Information
Hawaiian Elactric Company, Inc. and Subsidfaries
Year ended December 31, 2008
Reclassi-
fications
and
Elimina- HECO
{in thousands) HECO HELCO MECO AHI UBCG tions Censolidated
Operating revenues $1,954772 446297 452 570 $2,853 638
Operaling expensas .
Fuel oil 866,827 109617 252,749 - - 1,229,193
Purchased power 475205 176,248 38,375 - - 689,828
Other operation 172,663 w07 37,559 - 243,249
Maintenance 68,670 16,796 16,158 - 101,624
Depreciation 82,208 31,279 28,191 - - 141,678
Taxes, other than income taxes 179,418 40,811 41,594 - - 261,823
Income taxes 33,330 12,097 10,880 - - 56,307
1878321 419875 425 506 - 2723702
Oparating incoma 76,451 26,422 27,064 -~ - - 129,937
Other income
Allowance for equity funds used ]
during construction 7,088 1,737 565 - - 9,390
Equity in eamings of subsidiaries 37,009 - - - - {37,009} {2] -
Cther, net 6,134 1,562 305 {rn (347} (1.918) [1] 5650
50,231 3,299 870 7N (347 (38,927 15,049
Income before interest and
other charges 128,682 28721 27 934 N (47 (38.927) 144,986
Interest and other cherges
Interest on Jong-term debl 30,412 7.844 9,048 - - 47,302
Amortization of net bond premium
and éxpense 1,606 438 488 - - 2,530
Other interest charges 4,383 2,00 459 - (1,918) 1] 4,925
Allowanca far borrowed funds used
during construction (2,774 (735) (232) - - (3,741)
Preferred stock dividends of subsidiaries - - - - - HE (3] 915
33627 9548 9,761 - - {1,003} 51,931
Income before preferred stock
dividends of HEGO 93,055 20175 18,173 ™ (47 (37,924) 93,055
Preferred stock dividends of HECO 1,080 534 38 - ~ (915) [3] 1,080
Ned Income tor common stock $ 91,975 19,641 17,792 (rn (347) (37,000) $ 91,975
Consolidating Schedule - Retained Earnings Information
Hawailan Electric Company, Inc. and Subs!diaries
Year ended December 31, 2008
Reclassi-
fications
and
Elimina- HECO
{in ihousands) HECO HELCO  MECO AHI UBGC fions Consolidated
Retained earnings, baginning of period $724704 101,085 113377 [599) {47) (213,786) [2] $724.704
_Net income for common stock 91,975 19,641 17,792 (™ (347 (37.009) (2] 91,975
Common stock dividends {14,08%) - {10,965) - - 10,965  [21 (14,089)
Retained eamings, end of pericd 5302_‘5390 120,698 120,204 {676) {394)  (239,830) $5802,580

See accompanying “Report of indapendent Registered Public Accounting Firm."
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Consolidating Schedule - Balance Sheet Information

Hawailan Electric Company, Inc. and Subsidiaries

December 31, 2008

Reclassi-
fications
and
Elimina- HECO
(in thousands) HECO HELCO MECO RH! UBC lins Consclidaied
Assels
Utifity plant, at cost
Land $ 33213 4,982 4,348 - § 42541
Plant and equipment 2,567,018 874322 836159 - 4,277,499
Less accumulated depreciation {1,028,501) (352,382)  (360,570) - (1,741,453)
Construction in progress 188,754 68,650 9224 - - 266,628
Net utfiity plant 1760484 595572 489,159 - - 2,845,215
Investment in whoily owned subsidiaries,
at equily 437,033 - - - {437,033} [2) -
Current assets
Cash and equivalents 2,264 3,148 1,349 123 17 - 6,901
Advances o affiliates 62,000 - 12,000 - - (74,000 [1] -
Customer accounts receivable, net 109,724 32,108 24,590 - - - 166,422
Accrued unbified revenues, net 74,857 17,878 14,011 - - - 106,544
Gther accounts recsivable, net 3983 2,217 1,143 - 11 584 (1] 7,918
Fuel oil stock, at average cost 53,548 10,326 13,843 - - - 77,715
Materials & supplies, at average cost 16,583 4,366 13,583 - - 34 532
Prepayments and other 5,918 231 3,664 - - {267) [3] 12,626
Total curent assels 329,675 12,352 84,183 123 28 (73,703} 412,658
Other long-term assets
Regulatory assets 388,054 77,038 65,527 - - - 530,619
Unamortized debt expense 9,802 2,282 2419 - - 14,503
Olher 38,099 7,699 7,197 - 119 - 53,114
Total other long-term assels 435,955 81,019 75,143 - 119 - 508 236
$2063,147 754943 648,485 123 147 (510,736) $3,856,109
Capitatization and llabilities
Caplialization
Camman stock equity $1,188,842 221405 215382 105 141 (437,033) (2] §1,188,842
Cumulative preferred stock-—not
subject {0 mandatery redemption 22,293 7,000 5,000 - - - 34,203
Long-term debt, net 582,132 148030 174,338 - - - 004,501
Total capitalization 1,793,267 376438 3471 105 141 {437,083) 2,127,636
Current liabilities
Short-term borrowings-affiliate 53,550 62,000 - - {74,000) [1) 41,550
Acceunts payable 84,238 27,795 10,961 - - - 122,984
Interest and preferred dividends payable 10,242 2547 2818 - - @1 15,397
Taxes accrued 144,366 38,117 37,830 - - {267 [3) 220,048
Cther 33,462 9,015 11,902 18 8 775 1 55,268
Total current liabilities 325,858  139.474 83,602 18 8 {73,709) 455 255
Oeferred credits and other llabilitles
Deferred income taxes 134,359 18,621 12,330 - 168,310
Ragulatory abilities 202,003 49,843 36,758 - - 288,602
Unamortized tax credits 32,501 13,478 12,819 58,796
Retirement benefits liability 284,828 54,664 53,355 - 392,845
Other 11,578 35,432 7,54t - - 54,949
Total deferred credits and other fiabilities 565265 173,038 123,201 - - 961,502
Contributions n aid of construction 178,757 5,908 66,961 - - - 31,718
$2,663,147 754,043  G48485 123 147 {510,7386) $3,856,109

Ses accompanying “Report of Independent Registered Public Accounting Firm.”
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Hawailan Electric Company, Inc. and Subsidlaries

{in thousands)

HECO HELCO _ MECO
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Reclassi-
fications
and HECO
glimina- consoli-
RHI  UBC tions dated

Balance, December 31, 2007
Comprehensive income:
Net Income {loss)
Retirement benefit plans:
Net losses arising during the period, net
of tax benefits of $100,141
Less: amortization of transition obligation,
prior service cost and net lasses recognized
during the period in net periedic benefit cost,
net of tax benefits of $3,481
Less: reclassification adjustment for impact
of 0&0s of the PUC included in requiatory
asset, net of taxes of $96,975

1,110,462 201,820 208,521

91,975 19641 17,792

(157,226) (24,243) {20,329)

5,464 760 621

152,256 23,427 19,742

182 388 {410,911} 1,110,462

(77) {347} (37.008) 91,975

- 44572 (157,226}

-~ (1381) 5,464

~ (43,168} 152,256

Comprehensive income (loss)

92,469 19,585 17,826

(7;) (347)_(35,987) 92,469

Comman siock dividends
Issuance of common stock

{14,089) - (10,965)

-~ 10,965 (14,089)
100 (100} -

Balance, December 31, 2008

§1,188.842 221,405 215382

105 141 (437,033) $1,188,842

Sae accompanying “Report of independent Registered Public Accounting Firm.”
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Cansolidating Schedule - Cash Flows Information
Hawaiian Electric Company, In¢, and Subsidiaries

Year ended Dacembar 31, 2008

Efimination
addition 1o
(deductlon
from) cash HECO
(in thousands) HECO HELCO MECQ RHI UBC llows Consolidaled

Cash flows from operating activitles:
Income before prefemed stock
dividends of HECO $ 93,055 20,175 18,173 (77) {347 {37,924) [2) 3 93.058
Adjustments to reconcile income before prefarred
stock dividends of HECO to net cash provided by
opwrating activities:

Equity in earnings {37,109} - - - - 37009 (2] (100)
Common stock dividends recaived
from subsidiasies 11,085 - - - - (10965 [2] 100
Depreciation of property,
plant and equipment 82,208 31,279 28191 - - - 141,678
Other amortization 3,145 743 47N - - - 8,619
Deferred income taxes 3,457 1,866 {1,441) - - - 3882
Tax credits, nat 555 696 219 - - . 1,470
Allowance lor equity funds used
during consiructlon (7,088) (1,737) (565) - - - {9,390}
Changes in assets and liabiliies:
Increasa in accounts receivabla 8821y  E200  (1.279) - y 5812) 1 (21,313)
Decrease {increase) in acerued
unbilled revenues 7.893 (1,081) 918 - - - 7,730
Decreasa In fued oif stock 3,743 2,168 8,245 - - - 14,158
Decreass (Increase) In materials and supplies {860) KE:] 548 - - - 274)
Increase in regutatory assels (151) {@an {2,991) - - - {3.229)
Increase {decrease) in accounts payable (13,461) 5985 {7,425) - - - (14,901)
Changes In prepald and accrued income and
ulility revenue taxes 25,158 2,638 262 - - - 28,055
Changes In other assets and liabilities (7,551) (4,089} 422 2 {41) 5812 [2] {54456}
Net cash provided by [used in}
operating activities 155,136 53,304 48,008 (75) (389} (11,880} 244,093
Cash flows from invesling activitles:
Capital axpanditures (162.041)  (B4,948)  (31,487) - - - {278,476)
Contributions in aid of construction 9928 4,669 2,722 - - - 17.319
Advances {rom (fo) affilates {25,400) - (10,000) - - 35400 1] -
Other 1,276 - - - (119) - 1,157
lnvesiment in consolldated subsidiary {100 - - - - 100 19 -
Next cash used in investing activities (176,33N (80,279)  {38,785) {119) 35,500 (260,000}
Cash flows trom financing activities:
Common stock dividends {14,089) - {10965) - -~ 10%5 [ (14,089)
Prefarrad stock dividends (1,080) {534) {381) - - 915 [2] {1,080)
Proceeds from Issuance of long-term debt 14,407 2,188 2,880 - - - 18,275
Proceeds from issuance of common siock - - - - 100 (100) (2] -

Net increase in short-tarm barowings
from nonaffiliates and affiliate with original

maturities of three months or less 22,759 25,400 - - - (35,400} [1] 12,759
Other 1,268 - {1) - - - 1,265
Net cash provided by (used in)

{inancing activities 23,263 27,054 (8,667) - 100 . [23,620) 18,130
Net increase {decrease) in cagh and equivalents 2,061 79 578 (75) (418) - 2223
Cash and equivalents, beginning of year 203 3,06% 7 198 435 - 4678
Cash and aquivaienis, end of year § 2,264 3,148 1,349 123 17 - $ 6,901

Sea accompanying “Report of Indepandeant Registered Public Accounting Firm.”



